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THE PRESIDENT’S PAGE 


ID URING the past decade industry has devoted considerable attention 
to the development of management and supervisory personnel. It has 
become cognizant that, in addition to the progress that can be made in cor- 
recting technological inefficiencies, a greater economic achievement is possi 


ble through an orderly development of its personnel 


Those that have made a study of this subject have come forward with 
the basic fact, which should be startling only to those that are naive in the 
field of human behavior, that development is an individual process—a 
product of each individual’s will and effort—and that it can be assisted 
materially by opportunity and specific help. To what extent has this latter 
phrase been given meaning in the development of those on our internal audit 
] 


staffs ? Only a relatively few are following a formalized plan for development 


This survey indicated that most of us were relying on an informal 
“association type” of development consisting primarily of placing inexperi- 
enced personnel under the supervision of the more experienced auditors 
No one can deny that this on-the-job training is one of the most effective 
means of acquiring the “technique” of auditing. However, in the forward 
move of our profession, which is to be of greater value to management, it 
is of utmost importance that those on the firing line have the proper perspec- 
tive regarding the objectives to be accomplished. This perspective might be 
called “the management viewpoint” or “the management approach” to 
internal audit assignments. It is a philosophy—not a technique—and in my 
opinion its fuller realization and appreciation will come about through proper 


indoctrination and development. 


\ definite and formalized program of development for staff personnel, 
rather than one that is considered extra-curricular and given attention only 


as time permits, is something that should be given serious consideration. 


FRANK W. LENNON 








THE CRITERIA OF A 
PROFESSION" 


By CHARLES L. MITCHELL 


Assistant Professor, University of British Columbia 


We are sometimes inclined loosely to classify the vocation of internal 
auditing as being a profession. The author of this article presents a scholarly 
analysis of the elements of a profession and sets them up as standards against 
which we can appraise both our present achievements and our future goals. 
For all of us who desire to be recognized as professionals the author has 
formulated some targets which we must struggle to attain. 


N many ways the words profession and professional are used today as 

loosely as the words socialist and communist. One attempts to create 
respect, honor, prestige and recognition from society to an individual or a 
group beyond that which it may rightfully deserve, whereas the other implies 
traitorous and schismatic conduct deserving no consideration for fair treat- 
ment and a feeling of disgust, hostility and hatred. 


The extent to which this word is used was impressed upon me a few 
months ago while discussing a young man’s future with him. After review- 
ing his lack of formal education, I inquired into his activities since he had 
left high school. To my surprise he informed me that he had been a “pro- 
fessional” truck driver—and recognized as such by the police. This use of 
the word was unfamiliar to me—he certainly did not intend to employ the 
word in the sense that it is used to differentiate between the amateur and 
the professional. How far then was the use of this word to be extended? 


This article “The Criteria of a Profession,” will attempt to determine 
the rules or tests that may be established in order to create an objective 
standard to judge correctly the proper use of the word. Webster’s Inter- 
national Dictionary defines this word in the following very restrictive sense 
“the occupation, if not commercial, mechanical, agricultural or the like to 
which one devoted himself; a calling as the three professions of theology, 
law and medicine.” It elaborated upon the definition by distinguishing be- 
tween a trade, a craft, a business and a profession. “A trade applies to any 
of the mechanical employments or handicrafts except those connected with 
agriculture and a craft denotes especially a trade requiring skilled work- 
manship as a carpenter, bricklayer, blacksmith. A business applies espe- 


*Delivered at the Sixth Annual Western Regional Conference of Tue Institute o1 
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cially to occupations of a mercantile or commercial nature. A profession 
designates a more learned calling.” I feel, however, that Webster’s defini- 
tion fails to recognize the changing acceptance and interpretation placed 
on this word by society today. Upon examination of any one of a variety 
of specialized magazines, journals or newspapers you will find the word 
written in the broader sense time and time again. 


Another means of distinguishing a trade from a profession are the aims 
of the two groups. G. H. Palmer in his book “Trades and Professions” 
considers that the following aims must be attributed to a professional group. 

Insignificance of financial rewards compared to the interest of the 
work carried on. It is assumed, however, that the remuneration and con- 
ditions of work will be adequate to maintain independence, efficiency and 
dignity of the members. 

The benefit to the community as a whole of the members of a group. 

This would imply that the services of the members are available to all 

members of society or at least to all members of a particular segment 

of society. 

The social consciousness and feeling of brotherhood of members to 
one another. 


What then are the criteria to a profession ? 


A body of knowledge (referring to a science) or of art (referring to a 


skill). 


There is, I am sure, no objection to the inclusion of these criteria as 
stated. The professions of theology, law and medicine developed primarily 
as a result of the advances in research and collection and dissemination of 
knowledge in their respective fields. The difficulty to be resolved in applying 
this rule, however, is the qualitative judgment on the extent of the body of 
knowledge or skill required, in order to be acceptable. Should this body 
of knowledge be fundamental, involving profound theoretical understand- 
ing, or is an understanding of the vocational and practical aspects adequate ? 
Should this body of knowledge be restricted to a very specialized and narrow 
portion of the total field or is an understanding of the total broad field 
necessary? Is bookkeeping knowledge adequate, or must you extend your 
scope to accounting? In order to apply these criteria, an empirical approach 
is required to a very great extent. 

2. An organization of a professional group. ~ 

Once a body of knowledge has been established, the next step in acquir- 
ing professional status is the formation of a body of interested individuals. 
The reasons for the creation of this organization, however must be founded 
on a recognition of a social study of the group. A group formed primarily 
for the purpose of creating or maintaining an economic advantage or 
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monopoly for the members of the group should fail to be qualified under 
this test. The professions of law and medicine were initiated by informal 
groups to form a bond between practitioners and a desire for social inter- 
course with those doing the same work and facing the same problems. These 
g*oups were maintained, formalized and strengthened to exercise the execu- 
tive powers necessary to coordinate action, to collect, and promote the 
body of knowledge and to enforce the criteria referred to in this article. 


3. Educational Process. 


Without some form of education a profession is impossible. As noted 
above, the professions of law and medicine were originally developed from 
meetings designed to advance the knowledge of the members by discussions, 
presentation of talks and research papers. With the more formal develop- 
ment of these groups the educational process developed in two directions— 
members of well established educational institutions were requested to pre- 
sent topics to the group on fundamental aspects of their practical problems 
and of information supplementary to this specialized field; and members 
of the profession made their experience available by talks to members of 
groups preparing for the profession. Later the emphasis on the educational 
process became more important as a means of preparing future members 
of the group to attain the standards required for admission—the next 
criteria to be discussed. As this stage of development was reached the uni- 
versities were relied upon to provide the fundamental, theoretical training 
for the specialized field, and the knowledge in fields supplementary to the 
specialized profession. 


4. Standards of professional qualification for admission. 


In order to gain recognition in the eyes of society, the profession will 
have to require a certain standard for admission to membership. The recog- 
nition granted to it will vary directly with the level of standards established. 
These standards will be based on training, character, and proved compe- 
tence in the application of the first two factors. As the profession matures, 
the training as stated previously will be undertaken primarily by the uni- 
versities, assisted by members of the profession, supplemented at times by 
talks sponsored by the professional organization. Character and personal 
integrity will be developed by the associations of the individual in his 
previous experiences and will be developed by participation in the profes- 


CHARLES L. MITCHELL, an Associate Professor, is a member of the faculty 
of Arts and Science at the University of British Columbia School of Commerce. After 
completing his undergraduate work at the University of Toronto he became a Chartered 
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Navy prior to his association as Public Accountant with Peat, Marwick, Mitchell & 
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sion. The competence of the applicant will be tested by examination and 
may include a period of practical experience under supervision of the mem- 
bers. Having achieved these standards, the next requirement is the develop- 
ment of machinery to maintain these standards by the members, which is 
the next criterion which is necessary. 


5. Standard of professional conduct. 


Basic to the problem of this criterion is a devotion to the job of the 
profession rather than an eye to the remuneration provided. The standards 
of professional conduct will normally be included in detail in an oath, 
charter or by-laws of the association. They are established to maintain the 
confidential relationship between a member and his client, and to insure 
that all members provide service which is not influenced by the desires of 
third parties. This requirement is severely limited where the independence 
of the member is subject to limitations, resulting in some cases in the con- 
clusion that a professional man must not be dependent upon any one source 
of income whether in the form of salaries or fees. The other ethical standards 
adopted deal in a general way with the relationship of the profession as a 
whole to society. To maintain a desirable relationship, members are pre- 
vented from competing one with the other by fee cutting, fee splitting, 
advertising, unlawful acts, and must not criticize publicly other members 
without previously discussing the matter with the member concerned. To 
enforce the code of ethics, the profession must establish a body with adequate 
powers and facilities. 


6. Recognition of status. 


The final criterion I am suggesting to you is the recognition of status 
by one’s colleagues or the state as a basis of good standing. The demonstra- 
tion of this criterion may take the form of an allocation of rights by the 
state to members of the profession to the exclusion of all others. Examples 
of these rights are abundant in the clerical, legal, and medical professions. 
Whether a restrictive right granted to a profession to use a designation to 
indicate their professional association is adequate to comply with this 
criterion is a matter which is not resolved in my mind. 


If you will accept the general principles of the criteria stated above, I 
would like to discuss their application to THe INsTITUTE oF INTERNAL 
AUDITORS. 


1. A body of knowledge: 


As stated above the application of this criterion presents problems which 
remain unresolved—a subjective judgment is required in this instance—one 
on which various solutions I am sure will be offered. I feel we will all agree, 
however, that the goal is there for us to strive for, to insure that, when 
measured, we will “meet the mark.” Tue INsTITUTE has begun to establish 
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this body of knowledge through research, publication, and technical discus- 
sions. Continued emphasis in this field will support our efforts to attain 
or maintain professional status. 


2. Organization of a professional group devoted to social duty: 

The organization as presently constituted provides evidence of the pres- 
ence of this criterion. We must continually be aware, however, of the neces- 
sity of directing our actions in light of this goal. 

3. Iducational process: 

To my knowledge, the responsibility for the function has been delegated 
to other business and educational bodies. In this sense THe INSTITUTE is in 
the position of the older professions in their formative years—the prime 
emphasis is on the self-education of the present members by meetings and 
journals. The need for this criterion is, however, recognized by the efforts 
that have been made to encourage universities to recognize internal auditing 
as a field of specialization and to prepare their students for some back- 
ground in the profession. As the professional status of internal auditing 
becomes recognized and accepted, more consideration must be given to the 
extension of this opportunity to all potential members of the profession. 


4. Standards of professional qualification : 


This criterion is one which must be very flexible in the developmental 
stages of an organization. As the body of knowledge and the educational 
process are developed you would expect a gradual elevation of the require- 
ments for admission. At present these requirements completely ignore 
formal educational training except insofar as they result from the efforts 
of the individual for self-improvement on his own initiative. The present 
emphasis would appear to be directed toward character and proved com- 
petence in the field. Consideration must be given, if professional status 
is considered a desirable goal, to plan now to rectify this situation. 


5. Standard of professional conduct : 


3y definition, the internal auditor does not hold himself out to society 
as an independent person to serve their needs. However, to the extent that 
he is able, Tue INSTITUTE must attempt to acquire this professional inde- 
pendence for its members in its limited sphere of endeavor. In what manner 
it will be possible to create a code of ethics which can be enforced by a com- 
mittee of Tue INsTITUTE is difficult to visualize. 

6. Recognition of status: 

In many respects recognition of status may be readily attained among 
the relatively small group in society with whom the members have contact. 
It may be unlikely that Tue INsTITUTE will ever attain the status and respon- 
sibility allocated to the legal and medical professions by having an exclusive 
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right to perform certain acts. This recognition, however, may not be 
necessary as long as society in general recognizes the contribution made 
by Tue INstiTuTE and the capabilities and character of its members. 


In closing I would like to quote two statements directly relating to the 
matter we are discussing. The first is an extract from an article in the 
Encyclopedia of Social Sciences written by A. M. Carr-Saunders, a mar 


who has specialized on professions in all their ramifications. 


“The suggestion is sometimes made that business should be profes 
sionalized. The suggestion is misconceived. All these attributes which char 
acterize a profession are a natural, in fact inevitable, growth round the 
application of an intellectual technique to the ordinary business of life. In 
other words, if and when there evolves an intellectual technique of business 
management to be acquired only by specialized intellectual training, there 
will grow up a profession of business. There is some evidence that such a 
technique is now in process of elaboration; the probable outcome of these 
tendencies, however, is beyond the scope of this discussion. If no sucl 


technique evolves, there will be no professionalism of business.” 


This thought is modified by a statement made by G. A. Palmer in his 
book—“Trades and Professions.” 


“On the whole, I am obliged to conclude that the kind of work we do does 
not make us professional men, but the spirit in which we do it. There is no 
fixed number of professions. One may be found anywhere, for professional 
ism is an attitude of mind. Whenever, outrunning the desire for personal 
profit, we find joy in work, eagerness for service, and a readiness for coop 


erative process, there trade has been left behind and a profession entered.” 


You may take your choice of the opinions expressed. I would like, in 
closing, to repeat however, a comment made to me by a senior member of 
Tue Institute. “A goal is never worth attaining unless you have struggled 


to achieve it.”’ 








BECOMING MORE THAN JUST 
A COMPETENT TECHNICIAN’ 


By ELMER JOHNSON 
Staff Assistant to General Auditor, Standard Oil Company of California 


Many of us regard the work of the internal auditor in its narrow techni- 
cal concepts. However, his value can be immeasurably increased if he regards 
his technical services as but one phase of a broader scope of activity. The 
author of this article presents a stimulating approach to this broadened audit 
responsibility, covering areas of communications, representation, sales, 
advertising and public relations. 


Internal auditing is a dynamic job. 

The dissemination of knowledge, particularly through the activities of our 
Institute, has been pretty thorough, and has resulted in making better 
internal auditors out of all of us. 

It also has resulted in a considerable change in our status, from what it was 
at the time of the organization of the Institute. 

Then only a part of the internal auditors, and those principally confined to 
some of the larger, far-flung corporations, were consistently conducting 
internal auditing of operating features. 

Quite a few of the staffs still were concerned mainly with the technical 
aspects of internal auditing, and to a large degree were attempting to 
parallel the work of the public accountants. 

Of course, that technical side of our profession is of major importance ; 

But now the fields for the internal auditor to explore have expanded to 
the extent that one of our problems is to avoid becoming all-purpose 
investigators and big-time trouble shooters. 

Many of our managements have been brought into the picture, to the point 
that they have learned that their internal auditing staff is an ideal group 
to aid in keeping their organization functioning, by on-the-ground 
investigation of many matters which have little or nothing to do with 
accounting, but have a great deal to do with keeping the business healthy 
and profitable. 

This is a very gratifying expression of confidence in the members of our 
profession on the part of management. 

And it certainly has increased our standing and salaries, 

*Delivered at the Sixth Annual Western Regional Conference of Tue INSTITUTE OF 
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Because, in turn, the internal auditors have proved that they are capable of 
functioning in this broadened capacity. 

It has resulted in internal auditors doing things many of them didn’t even 
dream about a dozen or fifteen years ago. 

It also has resulted in the promotion of many of our people into higher 
echelons, making one of our principal tasks the recruiting and training 
of replacement personnel, of a quality which can maintain the standards 
and versatility of the work we are doing. 

In modern business life, everyone must continue his progress, or he will 
slip backward at a rapid rate. 

So, in recent months, I have been engaged in extensive research into internal 
auditing, as a part of a program instituted in my company for revising 
and streamlining their audit coverage. 

In that research, I have read parts of many books on our profession, and 
perused many issues of our quarterly magazine. 

The books and articles have covered very well the technician’s side of our 
work, 

And they have covered often one or more phases of our services to manage- 


ment, and of our co-operation with the public accountants. 


But I want to take one more step—and it’s a big one in insuring our full 
recognition as professional men. 
Now, an internal auditor customarily is thought of something like this: 
He checks all the figures; 
He does certain things for the benefit of management, ranging far 
outside the province of the public accountant ; 
He discusses his findings with local personnel ; 
He writes reports for the information of home office officials, which 
supplement his local discussions : 
He sometimes follows through to assure that necessary changes or 
corrections have been made; 
And that’s his job! 
Well, that’s good as far as it goes, but it isn’t the whole story 
\n internal auditor does much more than that. 
Actually, an internal auditor, particularly one of the traveling kind in the 
larger corporations, is a roving ambassador 
He is attached to one of the stronger cables used by top home office man- 
agement to bind the organization together. 
In the eyes of field personnel, from top local management on down, he is a 
home office representative ; 


Ir 


fact, usually he spends more time in their area than any other Home 
office staff man. 

He also is a source of information regarding home office and other company 
personnel, 
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And this news dissemination is one of his best ways of obtaining full recog- 
nition as a man of a definite rank and standing 

Customarily he is recognized as an individual who has broad knowledge of 
many facets of his company’s operations, and of business matters in 
general. 

He is looked upon as an advisor on troublesome accounting problems, par- 
ticularly when the local people can’t get satisfactory answers or atten- 
tion from the home office. 

\nd we all know that, unfortunately, that is the case at times. 

When he has won acceptance by operating management, sometimes he is 
called upon to discuss operating matters, 

Say a warehousing or a shipping problem, 

Or something concerning stock or materials control, 

Or even some business transaction on which the local manager would like 
a confirming opinion to bolster his own thinking. 

All of these things, and the many other things our managements expect us 
to do, have caused the internal auditor to broaden his outlook. 

So, he perforce developed more than mere technical skills. 

His mind has been taken out of the books, and has been directed into all 
except the most scientific and technical aspects of his company’s affairs. 

He has turned into a businessman, in the broader definition of the term. 

He has had to become a salesman of ideas and information. 

These additions to the technical side of our duties have come upon us 
gradually. 

If you will look back into early copies of our magazine, you will find some- 
thing, but not much, about this last group of functions. 

Many of the foremost thinkers among both internal auditors and public ac 
countants have applied themselves to the strengthening of our profes 
sional attitudes. 

First one company, then another, and another, have contributed of their 
knowledge and experience. 

And more and more a pattern unfolded, 

\nd more and more the differences between internal auditing and other pro 
fessions became apparent. 

Truly, we have come a long way in recent years! 

Now, that’s the way it should be, 

And that’s the way our books and articles have described us. 


But again it isn’t the whole truth. 
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The work of Tue INstiTUTE and its members has raised us out of the tech 
nician, or figure-checking, classification. 

It has given us professional standards to apply in our work. 

It has increased immeasurably our stature in the eyes of our own manage- 
ments. 

Sut if we are engaged in a profession, it seems to me that more people than 
just our employers—God bless "em—and our fellow Institute members 
should recognize us. 

So, here is a part of our job that hasn’t been written about, nor talked about 
—at least very much. 

And it is a part of our job, and we are uniquely situated and adapted for its 
accomplishment. 

We have read and heard much about our technical skills—and they have 
been well described. 

And so we have about our /iuman skills, 

But these have been written and talked about only in regard to our rela 
tions with our own company personnel, and with the outside public 
accountants. 

Now these human skills are the skills which have lifted the internal auditor 
from the technician status to that of a professional man, 

But they include a great deal more than just getting along with our own 
pes ple ; 

And by “our own people,” I mean our superiors in our company, our fellow 


employees, and the public accountants. 


Getting along with them is essential for two very good reasot 
We can accomplish our duties much better, and 
We can stay on the payroll, with pretty good jobs. 

But there’s still more. 

The internal auditor, at all times, should be conscious of his ambassadorial 
functions, but, of course, without the accompanying pompousness 

He represents the home office to field people of all grades. 

But— 

He also represents his company to everyone else he meets or contacts, 

And he is very much in the eyes of the public. 

Until you stop and think a little about it, many of us, and most of our 
superiors in our company organization, fail to realize just how much 
the public sees of an internal auditor. _ 

So frequently he is thought of as a fellow who walks into an office, demands 
the books, and immerses himself in them. 

That may be so, at least in many cases, 

But he does that only eight hours a day, 

And he stays in town twenty-four hours a day, and often seven days a week 


He stays at a hotel. 
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Maybe he meets the manager, or one of the assistant managers ; 

Surely he meets the hostess or maitre de in the restaurant. 

He—ah—occasionally becomes known to the people in the cocktail lounge, 
both those who work there, and regular or casual patrons. 

He might acquire a guest card to a club or two; 

There he meets more people. 

He may play golf or tennis ; 

Again there are outside contacts. 

And, of course, there are many other ways and means by which the internal 
auditor personally becomes known to the public. 

Now, this being a public character, and recognizing it as a fact, has brought 
the internal auditor into a new line. 

First—as I have heard it described—we are bookkeepers out of a job. 

Then we became accounting experts, utilizing all we had learned through 
our education and experience, and extracting all we could from the 
secrets of the public accountant. 

At that stage of our progress we became valuable employees. 

3ut still we remained in the technician category, because our interests re- 
mained primarily in the books of account and the condition of the balance 
sheet accounts. 

Then came the period when we slowly moved into operating and business 
analyses. 

We began, in our reports, to point out to management facts about controls 
and affairs of business and operations which were only vaguely recog- 
nizable in the accounts. 

In order to prove the value of the things we were doing, we took a step away 
from our technician status, and became salesmen. 

True, our sales were made within our own companies, and I’m sure you 
will agree that some of our customers were awfully tough. 

Probably we all have a few of our operating people who are reluctant to 
accept the fact that an internal auditor should do anything other than to 
check up on the accounting office 

This type of operator, when he gets our report concerning his functions, 
promptly turns it over to his chief clerk to explain, and hopes to hear 
nothing more about it. 

Fortunately these men are becoming scarcer and scarcer as we are able 
to demonstrate to them that we are helping them to do a better job. 
We did a good job in our selling, too, so now we are recognized as idea 

men, able to develop and competent to present these ideas ; 

And often we think of ourselves, and speak of ourselves, as salesmen of a 
sort. 


This attitude of mind—that we are businessmen and salesmen as well as 
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accountants—coupled with recognition of our constant contact with the 
public, has brought us still another hat. 

Like it or not, and believe it or not, we are in the advertising business. 

At first thought, this may sound as though internal auditors are reaching 
out a little too far. 

You won't find it so, though, if you give a second thought to my prior 
comments about being in the eyes of the public. 

And if you will consider the weight people give to an auditor's statements 

They think—“This man’s an auditor. He knows the facts.” 

Our particular branch of that business is institutional advertising. 

We all know that means keeping our company before the public, in a favor- 
able light. 

Now, who should be better at that than a man who knows the facts, and 
knows how to present them. 

We don’t contact customers, as such, 

We don’t directly sell our company’s products. 

3ut in every case—in each outside contact you make—you, Mr. Internal 
Auditor, are Mr.—whatever the name of our company is. 

Also, in every case, you, the competent-appearing, well-informed, pleasant 
and considerate internal auditor (and, of course, there are no other 
kinds) are selling your company. 

I would like to explain briefly why I think this is institutional advertising, 
and how the internal auditor fits into the picture. 

After an introduction, when the other party moves away, his first question 
ordinarily is—“Who is that fellow.” 

The conversation then should run, 

“Oh he is Mr. Internal Auditor of—your—company.” 

Then,the reply you hope for is 

“He seems like a nice fellow, and he is certainly well informed” ; 

And the impression you hope for is that your company must be a pretty good 
outfit, to attract and hold people of your calibre. 

Maybe you get a more direct chance; I know we in the oil business fre- 
quently do. 

Something may have been bothering the party you meet ; 

Say the price of gasoline, 

Or what does octane rating mean, 

Or why don’t they let oil wells produce all they can, so petroleum 
products will be cheaper, 

Or how can you possibly produce oi] from under the ocean, 

Or why are there so many Standard Oil Companies (aren’t they all 
the same thing), 

Or even why he didn’t get credit last month for that ten dollars he 
paid Joe Blow at Joe’s Service Station and Grill. 
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That may have been the tenner Joe elected to go South with that day, 

And Joe isn’t your employee, nor your agent, but merely a dealer in your 
products. f 

Nevertheless Joe is your company to the person you're talking to—or rather, 
was—until he met you. 

There is where the ambassador inherent in you takes over. 

You explain, clearly and fluently, 

And if you are really a professional internal auditor, you really know the 
answers, too. 

You can tell him the answers to his specific questions, or refer him to some 
of your local company representatives who will handle his problem. 
You can tell him about your company—who really runs it, its standards of 
doing business, its humanity in the treatment of its employees and cus 

tomers. 

You can tell him about your industry, its place in the business world, its 
troubles, its affect on him. 

You can tell him these things because you know more about your company’s 
affairs, the industry you are in, and business matters in general, than 
the merely competent figure checker ever could learn. 

It’s also institutional advertising—that is, you are keeping your company 
before the public, and in in a favorable light. 

I am sure that all any of our companies, with their modern standards of 
business ethics, can desire is that the facts about them be presented by 
someone who knows them, and who can offset any unfavorable impres- 
sions which may have been gained from people with imperfect knowledge 
of those facts. 

\nd remember that an internal auditor is known to be a member of a pro 
fession which exists only on the basis of facts. 

You should be one of the best-intormed people there is, along those lines, 

Because you get around so much, and nose into so many different things. 

You know something about operations ; 

You know something about sales policies ; 

You know a great deal about your company’s accounting ; 

You know something about a lot of things! 

So you are a well-informed individual, 

\nd, in the interest of your company, you demonstrate that fact to the 
public. 

It’s part of your roving ambassadorial role. 

So, we have developed a status entirely different from that of just a tech 
nician. 

\ qualified professional internal auditor now combines accounting skill with 
certain of the attributes of the operating man, and of the businessman, 
and is a contributor in the field of institutional advertising. 


More Than Just a Competent Technician 19 


He is qualified to, and does, represent his company in many ways that only 
a person who really knows can do. 

And I submit that’s part of our job. 

But a professional man needs a payoff. 

There must be a how and when do we get it. 

Well, one factor in the payoff might be this : 

Sometime after you have made one of the contacts mentioned previously, 
wearing your ambassadorial robes. 

And it becomes a matter of selection of your company or another to do 
business with, 

Maybe what you have said, 

\nd the impression you have made, both personally and of the kind of 
organization yours really is, 

Are the things that tip the scales in your company’s favor. 

When you can do those things, you have gone way beyond the technician 
stage. 

Your actions and capabilities became known—don’t worry about that. 

Then you get a reputation as a valuable man to your company, much more 
valuable than a figure checker. 

Then you have progressed in your profession. 

\nd that brings us back to the title of this paper—Becoming More Than Just 
a Competent Technician. 

I think we all have, don’t you? 








THE AUDIT OF A PUNCHED 
CARD ACCOUNTING 
INSTALLATION* — 


By RAY L. HOLLAND 
Manager, Arthur Andersen & Co., Milwaukee, Wis. 


The auditor does not need to know how punched card accounting 
machines work any more than he needs to know how an adding machine 
works. This oft-ignored maxim is stated by the author, who then proceeds 
to examine just what the auditor does need to know. It is important read- 
ing in these days, when more and more data-processing is being accom- 
plished by machine. 


HE purpose of an audit is to provide a basis for expressing an informed 

opinion regarding the data under review. For the independent auditor, 
the goal most frequently is to be able to express an informed opinion as to 
the fairness of the financial statements. Obviously, the credibility of the 
records examined is an important factor in forming such an opinion. One 
of the most important steps in reaching a conclusion as to the credibility of 
accounting records is a review of the accounting procedures and internal 
control measures in effect. The trend of auditing over a long period has 
been to reduce the amount of detailed work. A detailed audit of transac- 
tions is always expensive and usually impracticable in large organizations. 
Test checks of accounting records, such as disbursement vouchers and pay- 
rolls, are usually made as a test of the procedures and the controls in opera- 
tion rather than, as in a detailed audit, a search specifically for errors or 
irregularities. 


A clear understanding of the accounting procedures in effect is neces- 
sary to interpret the results which they produce. This review of pro- 
cedures also covers the internal control measures that are in operation to 
protect the assets of the organization. It includes such further investiga- 
tions and tests as may be necessary to determine that the procedures and 
controls are operating properly and are producing accurate results. Manual 
procedures are usually fairly simple and easily reviewed and understood. 
The greater the degree of mechanization, the more difficult this review is 
apt to become. The use of punched card equipment naturally introduces 
more complicated procedures. In order to review them, the auditor needs 
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a limited but basic understanding of the functions of the equipment. He 
does not need to know how it works any more than he needs to know how 
an adding machine works, but he should be primarily interested in and have 
a basic understanding of the functions and the results which can be expected 
from the use of such equipment. 


As accounting procedures become more highly mechanized, the auditor 
will need to increase his emphasis upon procedure tests. Computations made 
by punched card accounting equipment can be independently checked just 
as computations by any other calculating machine are now checked. As you 
all know, with the use of such equipment as computing punches, large and 
complicated payrolls can be computed entirely within the machine. Some 
tests of the accuracy of such computations must be made to satisfy the audi- 
tor that the procedures employed are operating properly. The extent of 
this checking necessarily will be limited. Audit tests outside of the records, 
such as confirmation of cash balances, circularization of receivables, and 
observations of inventories, will continue to be an important part of auditing 
and are not affected by mechanization. 

In order to be most effective in examining records and procedures which 
involve the use of punched card equipment, the auditor will find it neces- 
sary to do considerably more advance planning. He must plan his audit 
in relation to the procedures which are in operation. He may find some 
difficulty in tracing back some statements or other data to original media 
because of the absence of listings, or it may be extremely time-consuming 
to reconstruct a particular procedure because the punched cards are either 
no longer available or are no longer in the same order as they were at the 
time the step was performed. Procedures which employ the same card for 
two or more purposes often may fall into this category. An example of this 
is cards used to distribute the cost of materials and supplies used and also 
to relieve the inventory accounts. In some installations detailed listings are 
made when the cards are in account number sequence but not when they 
are in class and item number sequence. If the cards are in account number 
sequence at the time of the last operation, most probably they will be stored 
in that sequence. To re-sort any substantial quantity of detailed cards into a 
different sequence may be rather expensive, particularly if there are very 
many digits in the code, such as is usually the case when dealing with a class 
and item code or a part number code. Adequate pre-planning can reduce 
significantly the number of instances in which time-consuming procedures 
must be undertaken which could have been avoided. 


So far, then, it is safe to conclude that, in auditing a punched card in- 
stallation, the auditor must have a basic understanding of the functions of 
the equipment used and that he also must do more advance planning if he 
is to take advantage of the fact that the mechanized procedures may make 
his work easier and more effective. 
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We can now narrow down the scope of our discussion, I believe, into 
two principal questions. The first of these is what can go wrong, and 
secondly, what must be audited. 


In the first place, it must be clearly understood that machines don’t 
think. To emphasize this, it should be pointed out that even more recently 
developed electronic computers, which frequently are referred to as “elec- 
tronic brains,” don’t think either. Their ability to do things which seem 
fantastic is based upon their ability to do a long series of sequential opera- 
tions without human intervention. But here again we see that the instruc- 
tions must be given to the machine and the machine will only do what it 
is instructed to do—nothing more, nothing less. While in the electronic 
computer these instructions are usually read into memory units within the 
computer, instructions are given to punched card equipment in the form of 


the wiring of the plug board or internal wiring units and the way various 
switches are set. 


Another thing is that machines are not foolproof. All machines have 
moving parts, gears wear out, belts wear out, shorts may occur, any num- 
ber of things can go wrong with a machine which result in ridiculous 
answers. In addition punched card equipment can be manipulated to some 
extent by the operators the same way other office equipment can be manip- 
ulated. I am quite sure that none of you as auditors would accept a long 
adding machine tape which had not been prepared under your control and 
assume that the answer shown at the bottom was correct. Neither can we 
assume that the total of a punched card tabulation is correct. If you are 
fortunate enough to be able to inspect the wiring unit and conclude that 
the machine is receiving the proper instruction and you can control the 
cards being fed into it, you may be able to accept the results of the operation. 


Another problem arising out of mechanization is that the machine will 
process only the information given to it. Basically this is a problem of 
input ; since the punched card equipraent can interpret only its own language, 
that is the holes which are cut in the cards. If those are incorrect, then the 
answer will be incorrect. Inaccuracies in input arise principally from three 
sources. First, is the basic source data accurate; for example, the account 
classification, the hours worked, or the rate of pay which may be shown 
on the original payroll document? Secondly, has the coding been applied 
correctly to the data on the original source document? Third, has the coded 
information on the source document been properly key punched into the 


card? Thus you can see that if any one of these three items is incorrect, it 
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doesn’t make any difference how accurate the machine is, the answer is still 
going to be wrong. 


In the light of what we have just discussed as to what can go wrong, let 
us now turn to the next phase, that is, what must be audited. The manu- 
facturers of punched card equipment have provided various built-in features 
to reduce and detect errors. The equipment is reasonably reliable and ade- 
quate servicing facilities are available. Various types of procedure controls 
can be established to detect mistakes. The development of the proper type 
of controls is a problem of procedure, and these procedures must be worked 
out carefully in the design of each operation to be processed on the machine. 
In this respect the development of the necessary checks and cross-checks of 
the machine functions and the result is no different than the development 
of comparable controls over other types of manual or mechanized pro- 
cedures. However, the auditor should carefully review the controls main- 
tained as to their adequacy so that he is informed as to the points in the 
procedures which would be more likely to be subject to errors. 


In installations using punched cards, there are certain reference prob- 
lems which we are not faced with on the more conventional mechanical 
equipment or manual installations. The cards are difficult to read visually. 
They can be interpreted by machine and then read visually, but for most 
purposes visual reading is not practicable. While it is true that sometimes 
tabulating cards are used as permanent records, they are more apt to be 
used as temporary intermediate records. In the latter situation the essential 
accounting records will usually be the original media from which the tabu- 
lating cards are prepared and the printed records subsequently prepared 
from the cards. 


The original media, such as time tickets, requisitions, vendors’ invoices, 
sales slips, etc., are the raw material from which all accounting records 
are produced. The use of punched card equipment does not change the form 
or use of these original media, and the usual tests of the printed end-results 
can be made by reference to the original media. In cases where the end 
product has been produced by the use of summary cards, it may be neces 
sary to go back from the final listing to any number of prior iistings which 
support the summary cards used in the final tabulation. At this point you 
can visualize the necessity for proper pre-planning in order that these inter- 
mediate lists are retained or duplicate sets of cards prepared in order to be 
able to reconstruct each of the steps betweén the original media and the 
final result. 


An important phase in auditing the accuracy of the machine procedures 
is the control maintained to assure the accuracy of the conversion of data 
on the original media into the language that the machine uses. Many ways 
can be devised of assuring that this step has been accurately performed. As 
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an example, in preparing a payroll, the significant information to be punched 
into the card could be the man number and the hours worked. One way to 
control the accuracy of the key punching is to prepare adding machine totals 
of the man numbers and of the total hours and compare these totals with the 
total produced by the machine. While the total of the man numbers in and 
of itself is not significant, it does provide a unique figure which will tell 
us whether each of the man numbers has been accurately punched. Another 
commonly used method of determining the accuracy of the data placed in 
the card at the outset is known as key verifying. This, in effect, is a second 
key punching of all of the significant data, using machines which are so con- 
structed that if the second punching is not an exact duplication of the 
original punching, the error will be detected. Here again, we see the neces- 
sity of the auditor knowing what data is verified and in what manner. Not 
infrequently, data such as the account number on the detail cards for dis- 
tributing labor charges is not verified in any manner. 


It is obvious that, if the original document is incorrect, there are no pro- 
cedures which can be established in the machine room which would detect 
it. This problem is not related to the machine installation. The problem of 
auditing the original source data is no different, irrespective of how it is 
subsequently processed. 

Another problem which should concern the auditor in the examination 
of the punched card installation is the machine procedures themselves. The 
auditor should understand each operation. I do not mean by this the 
mechanics so much as the function that is being performed. He should also 
understand the steps taken by the machine staff itself in checking the accu- 
racy of its own work and the accuracy of the machines. In many installations 
test decks are available which can be run through the equipment to check 
the wiring or the operations of each machine. These test decks have pre- 
determined answers, and any deviation from these known answers indicates 
something wrong, either with the machine functions or the instructions 
given it. 

Let us turn for a moment to the problems presented by the electronic 
computers which are and will be coming into much greater use throughout 
industry. The electronic computer is a spectacular development, but essen- 
tially it is only one more step in this process of mechanization. It neither 
changes the basic accounting data nor the end product of financial state- 
ments and supporting records. Mechanization and the processing of this 
data is as natural a development as mechanization of the productive proc- 
esses in the factory. These machines, however, like all machines, are sub- 
ject to mechanical failure and do make mistakes. Essentially the same things 
as we have discussed with respect to auditing machine accuracy and of audit- 
ing the input data would apply just as much to an electronic computer as 
to punched card equipment. 
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The magnetic tape used in input and output presents much the same 
type of reference problems as punched cards, but these problems are more 
complicated with the tapes. The cards can be interpreted by a machine and 
read visually. Magnetic tapes cannot be read visually, neither can they be 
interpreted for visual reading. The magnetic tapes can be fed into high- 
speed printers to produce permanent records which can be read visually. 
In a normal installation some of this data will be printed. Actually all of the 
data could be printed. However, the cost of printing out all of this data with 
the present equipment would be prohibitive. Consequently there will un- 
doubtedly be a proper attempt to keep this printing at a minimum. Also 
there is more reason to omit printing from magnetic tapes than from punched 
cards. The tape is more suitable as a permanent record than the tabulating 
cards. It is a permanent, compact unit which can readily be stored. A pack 
of punched cards is bulky to store and involves risk in the possible loss of 
an individual card. Furthermore, the additional cost of a complete listing 
of punched cards over the necessary summary tabulations is relatively small, 
and printed lists are usually made if subsequent references to detail are ex- 
pected. Preparation of printed lists from a magnetic tape involves an added 
operation which is unduly expensive unless it serves a really useful pur- 
pose. This type of short cut is commendable froin an expense standpoint. 
Nevertheless, properly considered, it may complicate the process of tracing 
back from the final printed figures to the original media. This problem of 
access could be serious because of a large volume of transactions involved in 
a computer installation. 


There is another danger in mechanizing accounting procedures. The 
more complicated the equipment, the more reliance will be placed upon 
equipment experts in applying the equipment. This reliance is proper if 
the application is adequately checked by someone who understands both 
the mechanical and the accounting requirements. Otherwise, controls may 
be dropped in the interest of mechanical economies. This problem is more 
acute with the electronic computers than with punched cards because of the 
complexity of the machine and its associated equipment. Just as with a 
punched card installation, the auditor will need to increase his emphasis 
upon procedure tests. Similarly, the necessity for advance planning by the 
auditor is increased. He should not insist upon excessive listings of data 
stored on magnetic tapes, but he must plan in advance so as to have such 
listings prepared as he may require. 


Higher mechanization of accounting procedures should make the audi- 
tor’s work more interesting. It will permit more accurate accounting, better 
controls and more significant and more prompt information. The auditor 
must see that these potentialities are realized, He has an opportunity to do 
less checking and more constructive thinking. 
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When Fayol, in 1909, in his pioneer study of managerial functions listed 
Control along with Planning, Organizing, Commanding and Coordinating, 
very few people paid attention to this examination of the nature of the 
administrative process. But shortly, individuals in various specialist groups 
began to define their professions in terms of this analysis. The author ex- 
amines this phenomenon known as “Control” and the function of the Internal 
Auditor in the control process. 


NE of the characteristics of society is a tendency to pick out a word and 

capitalize it, thereby creating an entity of social significance. Once 
this has been done, the idea becomes a phenomenon to be studied in its own 
right, its causes and origins and trends come under review and its place in 
the total social order becomes a matter for analysis and debate. 


We have seen a number of instances of this social development during 
our lifetimes. “Unemployment” is an example. Prior to 1930 we had lots 
of people out of jobs, of their own volition or because of general economic 
circumstances, for a short or long time, but in Canadian thinking the con- 
cept of “unemployment” first of all crystallized itself during the thirties. 
Britain had had “unemployment” insurance for two decades, but the 
Canadians thought and talked of this as a “dole” and gave no thought to 
the social problem of prolonged unemployment which brought this program 
into effect. Since 1935 North Americans have recognized that “unemploy- 
ment” was a proper subject for study, that its causes could be defined, its 
extent and its consequences measured and its control become an accepted 
social obligation. 


These comments apply equally to such terms as “communication,” 
“human relations” and “control.’”’ The subject matter designated by these 
terms is not new, but for the first time society is being taught to isolate the 
idea, to define it precisely and to examine a group of principles and practices 
of persons who operate in these fields. In the hands of particular groups the 
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ideas have been elevated into positions of high priority; books have been 
published and university courses given on each; a businessman no longer 
“talks” to his people, he “communicates” with them ; the manner and method 
of communication are subject to more and more specific rules ; departments 
and divisions, with specialized personnel, are created to ensure that the 


rules are followed. 


It is not my intention at this stage to evaluate this trend but rather to 
examine with you a phenomenon known as “Control.” This is a term with 
a very short history in its capitalized form. Fayol, in 1909, in his pioneer 
study of managerial or administrative functions, listed Control along with 
Planning, Organizing, Commanding and Coordinating. At first few people 
paid much attention to this examination of the nature of the administrative 
process, but shortly individuals in various specialist groups began to define 
their professions in terms of this analysis. 


Engineers, following on the work of Frederick Taylor, identified them- 
selves with planning; the accountants and auditors went about using their 
figures as agencies for control. To a degree these developments were pure 
gain. The “Planners” devised time study techniques, motion study devices, 
invented equipment which reduced both the time and motions involved in 
operations; they discovered “standard” times, and developed what they 
called “synthetics” for the forecasting of standard times on complicated 
operations, with or without the aid of psychologists they followed Taylor 
in trying to find the “best man” for each job (personnel planning), finding 
or creating the best tools (equipment planning), determining the best 
sequence and flow of materials (methods planning), deciding the rate of 
pay each job should carry and the amount and costs of overhead which the 
job required (cost planning). So well did they do this job that engineers 
have become established in the minds of employers as the proper professional 
group to handle most of the planning in production. They met with opposi- 
tion, but since they could prove that their proposals saved the company 
some money, they became established in production planning. Product and 
process research, therefore, gained increasing acceptance. 


This development, however, had one unfortunate result, namely, that 
planning was almost entirely confined to production. Sales, office, ware 
housing and financial techniques and methods were not brought under the 
same critical review and their development lagged. They still lag behind 
those of production despite recent advances: The same quantitative pro- 


cedures had to be applied, if similar benefactions were to be obtained. 
Pl , 


Accountants and auditors inevitably, but almost reluctantly, took over 
the control function. It was inevitable, perhaps, because they worked in 
figures and most executives were prepared to believe that control required 
quantitative measures. Whether the accountants could provide the variety 
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of figures needed for control was not asked initially by either the auditors 
or the executives. One figure at least was available by which to judge the 
efficiency of the organization as a whole—the net profit—and that was and 
is a matter of supreme importance to the executive. No one could define 
the measures or devices needed to give “control” during the financial year ; 
the records of cost accountants could not be incorporated in the books of 
account of the company ; the idea of enforceable and enforced budgets was 
only emerging against strong opposition by both production and sales. Ac- 
countants by training were hesitant to make forecasts; they were not wel- 
comed when they attempted to go into factories and warehouses to discover 
the reasons for “actuals” differing from “forecasted” figures. They were 
intolerant of small discrepancies and earned for themselves and their pro- 
posals an unreasoning ill-will. They could not, like the production engineers, 
prove that they were reasonable for savings or for increased profits. 


It was in such an atmosphere that “Controllers” began to build their 
techniques, and define their philosophy and role. Most of these controllers 
were accountants, trained to precision in figures and it was soon obvious 
that some of the techniques they should use were not going to give precise 
answers. Many of the plans made by production and sales were not yet 
quantitative enough. But above all there was no agreement as to the role 
of the controller, or the function of control. Managers of line departments, 
with good reason, thought that they “controlled” the personnel under them 
and reported or “accounted” for the actions of their people to the senior 
executives. 


Gradually, two things happened: the job of control became defined in a 
useful way, and the techniques of control began to emerge in certain fields. 
It is probable that the former development was the more important and we 
may well state it explicitly at this point. 


“Control is the process of seeing-to-it that the operating results conform 
as nearly as possible to the plans made to meet the company’s objectives.” 


The objectives and policies of the company are set by the senior execu- 
tives with the approval of the board of directors and shareholders. Plans 
are made by other executives, on the basis as we have seen of engineers or 
other specialists. If the planning has been well done, standards will be set 
in terms of time units or space units or dollar units, or other quantities, 
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such as dozens per hour, or tons per week, overhead percentages and so on. 
Plans will have been made for regular reporting of data and for their periodic 
compilation. All of these are now recognized as proper planning responsi- 
bilities of those who are charged with control. The production process will 
be reported in terms of planned units which effectively and adequately 
describe that operation ; sales will be reported, probably in different units ; 
the financial process will be planned and recorded in still other units. This 
planning process has become one of the major functions of a Controller. 


The next phase of the control job is indicated by the idiom “seeing-to-it.” 
Someone must “see,” examine and discover the extent to which the actual 
results, in terms of the units he has chosen, diverge from the planned results. 
Someone must see-to-it that these divergencies are corrected or that the 
plans are revised. It is axiomatic in a controlled enterprise that the two 
should be brought together; it is accepted that some executive should in- 
itiate the steps necessary to bring this about. Someone must see-to-it that 
the Sales Manager meets existing plans or has revised plans approved by 
the President. 


It should be noted that this job may be in the hands of one man, called 
a Controller, or Comptroller, or may be left to a group of executives. This 
is not the place to examirie that problem. What needs to be recognized is 
that “control” as defined must be applied to all phases of the business 
production, purchasing, warehousing, sales, finance, personnel; that before 
control can be exercised plans must be made to report in significant units 
the progress of each department; that these units are only partly financial 
units ; that some executive must see-to-it that actual units conform as nearly 
as possible to planned units and take steps to correct a faulty situation. 


Where in this process of control does the internal auditor fit? He does 
not define the policies or plans; they are set for him. His job is to find out 
how far “operating results conform to the plans,” and to report this informa- 
tion to the proper authority. He is to see, but not “see-to-it.” 


It is a question of some doubt as to whether it was fortunate or unfor- 
tunate that all the first people to go into internal auditing were accountants. 
They were familiar with the terminologies and techniques of the field of 
finance ; they could understand the plans being made and the units being 
reported in this area and could establish relationships between these units. 
3ut they were not familiar with the field of sales or production or personnel 
and consequently could only accept the units being used by the sales mana- 
gers of their own plants. They could contribute nothing technically to any 
evaluation of the statistical validity of the selection of data, or make sug- 
gestions as to the use of other data 01 relationships of data. 


With engineers specializing in production and internal auditors specializ- 
ing in financial controls, the field of controls is, therefore, inadequately 
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developed. Sales managers do have their own ideas of planned controls, 
but few known by the writer are adequate as measures of progress in this 
field. It is of no significance that sales in one area have doubled; perhaps 
they should have increased by ten times as a result of the income changes 
of the area and the technological advances of the product. The sales manager 
for a large automotive corporation does not judge his men by their dollar 
sales, but by the percentage of the available buying power for cars in the 
district. Another firm measures the efficiency of its salesmen only by the 
contribution he makes to the profit of the company. Unless the accountant 
is trained to appreciate the factors affecting the market, he will not be able 


to do more than audit the quantities of units and dollars per area or per 
traveler. 


The situation is even more unsatisfactory in some other areas. It fol- 
lows from our definition of control that there is an audit job to be done 
on the organization plan of a company, on its personnel program, on its 
public relations. In each instance it is the duty of management to “see-to-it 
that the operations conform to the plans to meet the goals and objectives 
of a company.” In few institutions today are the goals and objectives precise 
enough to enable any group of operators to draw quantitative plans, much 
less to define specific units by which performance is to be measured. Until 
these preliminary steps have been taken, any proposal to “audit” the work 
of these departments is superfluous and unrealistic. 


I do not want to be understood to say that, because these objectives are 
indefinite, they are of little consequence. One of the major goals of all 
businessmen on this continent is to have social acceptance, to be regarded 
as good citizens, to carry their fair share of community responsibilities. 
Mr. J. D. Zellerbach, in a recent address, pointed to three trends which 
indicate the growth of “capitalism with a conscience,” namely, the demo- 
cratization of corporate ownership and control, the partnership between 
management and labor, and business’ responsibilities to the public interest 
as demonstrating that the businessman is concerned with the ethics of his 
actions. 


When Timothy Eaton stated that his store would accept any returns 
without objections, he started a new era in retail merchandising. For the 
first time the rule of “caveat emptor” was broken. 


Leaders of industrial and commercial life want to know whether the 
practices followed by their employees are in conformity with these stated 
policies. It is the duty of someone to measure conformity to this policy that 
the customer must not be at peril, that capitalism must have a conscience. 
Who is to do it? How? 


Obviously, profitability is not the only working goal; obviously, financial 
data alone do not give the answers to “conformity to policy and plan.” 
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When business leaders began to accept the idea that employees must have 
some satisfactions in their jobs, and when they recognized that the pay 
envelope was not an adequate measure by itself of these satisfactions, a 
new audit problem was created. 


Thus far we have endeavored to establish: 


1. 


? 


That the process of control is an essential role of management. 
That policy formulation and quantitative planning must precede con- 
trol; it is pretense to talk about an audit until valid control measures 
have been designed. 

That valid control measures can be devised only by persons familiar 
with the field who themselves possess, or who work with men who 
have, a “control” attitude and interest. The accountant-turned- 
internal-auditor certainly lacks some of the experience, some of the 
attitudes, and some knowledge of the values of these areas unless he 
has a broader preliminary training than accountancy alone affords. 


If these positions be accepted, what should be done by Tue INstiTuTx 
and its members? 


l. 


w 


THE INSTITUTE could try to establish by inquiries from the specialists 
in sales, in personnel, in purchasing, in public relations and so on, 
by a study of the literature, the objectives and goals generally ac- 
cepted by leading members of the group. It should examine these 
carefully and those who prepare the report should interpret the find- 
ings rather than express personal opinions arising from their personal 
experience in other fields. 

Tue INstITuTE could bring together in its bulletins devices which 
have been developed by the specialists to measure the “conformity to 
policy and plan” of their own operations. At the present time little 
of practical value will be available in some areas, but the demand 
will create production from interested peoples in the area. The 
publication of such data will provide a challenge to leaders in the 
fields to make suggestions. 

Tue INSTITUTE could encourage each chapter to review the bulletins 
published in one field and ask the chapter to suggest audit procedures 
which could be applied to the proposed plans. 

Tue InstiTuTE could meanwhile request its chapters to investigate 
the existing control literature in one field and to invite to a series 
of panel discussions representatives of managers of the field. The 
findings could be reported and distributed. Consideration should be 
given to inviting representatives of other finance departments to 
join Tue INsTITUTE as full members. 
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5. THe INsTITUTE could inaugurate a series of examinations for its 
members covering specific areas other than finance. 


The rationale of these proposals is obvious. If internal auditors are to 
become a recognized professional group, operating in the various areas of 
industry and commerce, they must be trained. The training material at hand 
is meager and much of it is of indifferent quality. This is no reason for dis- 
couragement ; it was true only a few decades ago for the training of external 
auditors, of cost accountants and even of lawyers. What we must avoid is 
a pretense that the financial standards are adequate measures of the whole. 


The “audit” attitude is a vital one in business. Only on the basis of the 
data supplied in this way will senior executives know where they are in error 
in their operations, and know the extent of their error. 


The Institute has initiated a number of inquiries as to practices in a num- 
ber of fields, but if the task is to be accomplished in a reasonable time, 
individual chapters must pool the experience of men available to them in the 
whole area of business. 


The concept of control, with internal audit as its handmaiden, is one of 
the most challenging fields of business. We lack techniques in almost every 
area of control, save finance and production. Here is work for all of you 
who really are interested in internal auditing as a profession. 


CORRECTION 


On page 67 of the December issue, in the article on “Nature and Scope of 
Internal Control” by Ashley Forster, the word “fail” was printed—when it 
should have been “fall.” The first sentence of the last paragraph should read 
“There are, of course, correlative aspects of these functions which frequently 
fall to be attended to not only by specialized accounting personnel such as 
internal auditors, but also by the external auditor or public accountant.” 


RELATIONSHIP OF MANAGE- 
MENT AUDITING TO 
DECISION-MAKING 


By MAURICE B. T. DAVIES 


The internal auditor should use his basic knowledge of company opera- 
tions to be of greater helpfulness to management. Factual reports and 
photographic material will help in making his points and presenting his 
plans with maximum effectiveness. 


1. CONTROL 


A business may operate in one of two ways, at extremes, or at varying 
¢ - . > 
degrees of efficiency between them. 
The first extreme is that of drifting, whereby there is no set plan of ac- 
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tion, matters are dealt with on a day-to-day basis as they arise, and 


there is little (if any) effort to direct the affairs of the business 
toward a predetermined objective. 

The other extreme is that of rigid adherence to a specified objective 

with all functions of the business geared toward that end 


The first extreme reveals laxity, and lack of forethought and manage- 
ment. The second is indicative of lack of flexibility. 

Good business control demands that well-devised objectives be estab- 
lished and that proper means be put into effect to achieve them. However, it 
must recognize that conditions are always likely to change and the nerve 
centers of the system must be properly attuned to understanding and acting 
upon these changes. 

In summary, then, good business control must embody these elements: 

A plan to attain a specific objective 
A system of communications to learn what is happening 
Ability to decide and act based on the facts learned. 

Add to these the element of appraisal, wherein past events and future 
plans are reviewed from time to time to see-whether further improvement 
can be made. 

2. THF DUAL ASPECT OF CONTROL 


Let us dwell a little longer on the study of control, for, as we shall develop 
later, control is the hub around which the wheel of auditing rotates. 
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It is a common conception that control is a staff function, exercised in 
many businesses by a controller, who uses his tools of accounting, methods, 
procedures, budgeting and auditing to keep that control in good operating 
condition. This is a false assumption. Control is a line function which is ex- 
ercised by a line manager or supervisor. It contains three basic elements— 
planning ; deciding ; acting. 


Planning is a line function in that the manager must devise for himself 
and for his subordinates a course which must be followed to gain the desired 
ends. This responsibility he cannot shift to a staff man, because, if he does, 


he has abdicated one of his most important prerogatives. 


Deciding is a line function, too. In deciding a man is faced with two or 
more alternative choices (even-if one of them is “do nothing” or “let things 
go on as before”). The selection of that choice has a vital bearing on the 
results of his work mission. This, again, is a responsibility he must accept 
alone. 


Acting is predominantly a line function. Who else can act—get the work 
done—than the man on the job? No staff man can accept from the line man 
the important function of getting things done. Let it not be accepted, how- 
ever, that control is purely and simply a line function. It has other aspects 
as well. The line supervisor will have to lean on skilled specialists for guid- 
ance and direction in specialized aspects of control. There are many types 
of such specialized control, e.g. 

Production 
Quality 
Manpower 
Personnel 
Safety 
Finance 


—to mention merely a few. 


What, then, are the functions of the staff man in control? Briefly, they 
may be said to consist of four significant elements—coordination ; commu- 
nication ; appraisal ; counsel. 


Coordination is a staff function in that it entails an overall correlation 
of the activities of the various functions toward a given end. Manufactur- 
ing has to be correlated with sales. The accumulation of inventories acts as 
a balancing factor between them. Safety practices generally require counsel 
on a company-wide basis. Quality standards have to be set and maintained. 
Reporting and accounting practices need standardization. All these aspects 
of control extend beyond the activities of an individual line supervisor. 


Their installation, maintenance and workability requires staff assistance. 
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Communication is a staff control function. Without communication there 
can be no coordination. The word has to be passed—orally or in writing— 
for control to function effectively. 


Appraisal is a vital staff control function, too. Only by appraisal is one 
able to judge the effectiveness of work effort and thus take steps toward 
improvement. While, to some extent, appraisa! can be self-administered, the 
complexity of modern business generally requires a specialist approach to 
assist line supervision in its task. 


Counsel is, of course, the keynote of any staff function. The staff, for 
example, that specializes in production control or financial control should 
clearly be able to offer specialist guidance to the line supervisor, who uses 
these techniques merely as tools toward the achievement of his objectives 
and would be dissipating his efforts if he devoted full time to their study 
and application. 


3. THE ROLE OF MANAGEMENT AUDITING 
We have now covered these points: 
a. That business can operate effectively only if it maintains good con- 
trols. 
b. That control is primarily a line responsibility. 
c. That the many specialized aspects of control require the participation 
of a number of staff control activities. 
d. That, because of changing conditions, the system of control must be 
flexible, acting as a servant to, rather than master of, the business. 
The ultimate responsibility for control, both line and staff, lies with the 
chief executive of the enterprise. He operates through delegation. Yet, when 
these functions are delegated, he still has to be satisfied that they are operat- 
ing well. In a medium-sized or large business it would be a superhuman 
effort for the chief executive himself to supervise the operation of the con- 


trols. So, again, he has to delegate. 


This is where management auditing fits into the picture. It may be 
described as a system of review, conducted on a company-wide basis, to 


observe the workings of the various facets of, the system of control, to assist 


MAURICE B. T. DAVIES has held the positions of auditing manager, accounting 
manager and assistant controller. He has also been. engaged in the practice of public 
accounting, and served during World War II with the combined Chiefs of Staff 
organization. 


Mr. Davies is a member of the Institute of Chartered Accountants of England 
and Wales, the American Institute of Accountants, and Tur Institute or INTERNAL 
AUDITORS. 
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in bettering them and to keep top management informed as to the effective- 
ness of the overall system. 


We sometimes hear the distinction drawn between (a) financial or ac- 
counting audits and (b) operating or management audits. In reality, of 
course, the “management audit” (if we may call it such) embraces the 
entire control system. What is termed a “financial” or “accounting” audit is 
that type of control examination which is limited to the areas of financial 
and accounting control. This is the most common type of audit for the 
simple historical reason that the practice of auditing has been developed 
most widely in that area—and also because the results are more easily capa- 
ble of absolute expression in terms of numbers. 

Nevertheless, the wider field of management auditing is a real business 
need. And it is our purpose here to examine its relationship to manage- 
ment’s decision-making prerogative. 

4. EFFECTIVE DECISION-MAKING 

We have previously concluded that line missions are accomplished by 
taking three types of steps—planning ; deciding ; acting. Let us first examine 
their relationship to the communications facet of control. We may express 
it this way: 

a. Plans depend on facts which are derived through communications ; 

b. Decisions also depend on facts which are derived through commu- 

nications ; 

c. Action is achieved through instructions which are conveyed through 

communications. 


Decisions, of course, stem from plans, so, for the purpose of this dis- 
cussion, we shall treat them as being virtually synonymous. 

For effective control, therefore, we need reliable facts which will lead 
to the proper plans and decisions ; we need reliable instructions to see that 
these decisions are executed; further, we need reliable communications to 
convey both the facts and the instructions in their respective directions. 

We are now approaching the field of management auditing insofar as it 
relates to decision-making. It will broadly revolve round this structure: 

a. Observation of actions and, as a consequence, results; 

b. Appraisal of the reliability of facts ; 

c. Appraisal of the communication of those facts; 

d. Appraisal of the handling of those facts, once communicated ; 

e. Appraisal of the reliability of instructions; 

f. Appraisal of the communication of those instructions ; 


g. Appraisal of the execution of those instructions ; 
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h. Participation in the system of communications by reporting audit 
findings. 


This summarization is not intended as an outline as to how an audit 
should be conducted, but rather as a guide as to the centers of activity which 
should come within the auditor’s surveillance. 


For all levels of management, the auditor is able to provide a very real 
service by appraising the control system, adding to its effectiveness and 
bolstering the system of communications through the cross-organizational 


lines through which he will generally report. 


5. AUDITING AS AN AID TO DECISION-MAKING 

It is not our purpose here to dwell comprehensively on the subject of 
how a management audit is conducted. Nevertheless, it may be appropriate 
to develop a brief outline as an indicator. We shall then examine some 
typical cases which develop, from consideration of audit findings, some 


improvements in management techniques. 


A typical management audit might follow such lines as these: 

a. Initiation. In this phase, the need for the audit is established and, 
based on preliminary discussion and conference, its scope and objec- 
tives are defined. 

b. Reconnaissance. The auditor then needs to seek a broad background 
regarding the subject of his audit, the problems likely to be encoun- 
tered, and all other matters relevant to the broad conduct of the 
assignment. 

c. Briefing. The auditor should at this stage be able to plan, in general 
outline, the conduct of the audit. This plan should preferably be 
committed to writing, incorporating his accumulated background, 
specifying the principal objectives, enumerating subsidiary objectives 
which he determines desirable, and offering suggested procedures. 
At this point he should brief his staff in detail as to the conduct of 
the assignment. 

d. Fact-finding. The initia! task of the audit staff will be the accumula- 
tion of facts, relying principally on observation—through physical 
inspection, oral explanations and examination of records and other 
data. ‘ 

e. Recording. As the audit staff gathers these facts it must place them 
on record for future reference. This is normally done through the 
use of working papers. 

f. Analysis. With the facts determined, a closer inspection generally 


becomes necessary—an analysis wherein the facts are looked at more 
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finely in an endeavor to reveal relationships, deviations or other 
points of interest. 


g- Reasoning. When the facts are established and analyzed, a process 
of reasoning is required to determine whether a satisfactory condi- 
tion exists, or, if not, what can be done to improve matters. 


h. Conclusions. Reasoning will lead to conclusions, although the process 
is generally interspersed with additional fact-finding, analysis and 
reasoning. The conclusions, too, will frequently require to be cross- 
checked to establish their validity. 

i. Communication. Finally, with the audit nearing its end, the facts 
found which are of sufficient materiality have to be conveyed to those 
who can profitably use them. And conclusions and recommendations 
which have not already been accepted during the course of the audit 
have to be “sold” at a higher level. This whole process of communica- 
tion will generally consist of a series of audit conferences supple- 
mented by a written report. 


6. CASES—OBSERVATION OF FACTS 

Here are some cases where management was able to make decisions 
arising from that area of the audit which is concerned with the observation 
of actions. (It may be mentioned that this area is generally the most prolific 
in helping to better operations. ) 


Case I 


Product was acquired in its fluid state. It contracted and expanded ac- 
cording to temperature. At the receiving dock the men would measure, in- 
spect and take temperature before accepting. The measurement and temper- 
ature records, made jointly with the supplier, formed the basis for calculating 
price for payment purposes. Noticing that the thermometers looked dilapi- 
dated, the auditor had them tested against a thermometer of proven accuracy. 
It indicated that the inaccuracies in the thermometers were such as to cost 
the business a material amount through undue price charges. 


The auditor had no difficult task in recommending a plan of preventive 
maintenance of thermometers and replacements as soon as they ceased to 
operate with an acceptable degree of accuracy. 


Case II 


When visiting an outlying plant, the auditor observed a machine which 
was obviously not as efficient as those at plants closer to headquarters. 
Analysis of output revealed that its performance was uneconomic. On being 
asked why he did not have it replaced, the plant manager stated that he had 
several times put in a requisition for capital expenditure for a new machine, 
but it was turned down so frequently that he had ceased trying. 


Relationship of Management to Decision-Making 39 


The auditor examined the requisitions and found that the plant manager 
had made an entirely inadequate case. With his help, the manager resub- 
mitted a requisition accompanied by an engineering report, a photograph 
and a statistical report of its performance. He soon had a replacement. 


7. CASES—RELIABILITY OF FACTS 


Where facts are unreliable, the decisions based thereon may also be 
defective. Here are two cases pointing out the disclosure of such situations 
and the resulting effect. 


Case III 


A department produced several products which yielded, as groups, 


specified rates of gross profit. Those yielding a higher gross profit were 
l . — _ 


naturally “pushed” by the management, although market demand yielded 


‘ 
} 


a greater influence than sales promotion. In examining the figures, the audi- 


tor noted that sales of scrap, which brought in a regular monthly return 
(and were entirely an income item, without any cost charge), were always 
credited as sales in a specific product-group. The effect, of course, was to 
mislead management as to the gross profit yield from that product. 

By segregating scrap as a separate account category, two things were 
achieved. First, there was a more realistic understanding as to the profit on 
that product-group. Secondly, the fact that scrap returns were high was 
pinpointed for the first time, and steps were initiated to reduce defective 
output. 

Case IV 

As part of the regular hiring procedure, the personnel department was 
required to check references orally and note whether or not they were 
satisfactory by marking the application form. During a personnel audit, the 
auditor sat with the personnel clerk and observed his questioning, by 
telephone, of previous employers. The questioning was most superficial and, 
as a result, any notation on the application form to the effect that a refer- 


ence was satisfactory was meaningless. 


As a result of the audit, the personnel clerk was given instructions as 
to how to check a reference and was further provided with a check-list to 
assist him. The audit performed two years later disclosed a lower percentage 
of applicants hired and a lower personnel turnover. It is possible that these 
might have resulted from more stringent feference checks. 


8. CASES—COMMUNICATION OF FACTS 


4 


One of the commonest methods of communicating facts which comes 
under the auditor’s purview is the reporting’of financial results. The follow 


ing cases relate to the method of such communications. 
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Case V 

It was the usual case of the operating department being all at sea 
because the monthly accounting statements arrived four weeks after the end 
of the month, at which time the facts were of distant memory. A review 
of the accounting process revealed that two weeks or more could be elimi- 
nated from the waiting period if a memorandum accounting was made, 
using estimates intead of actual figures in certain areas. 


This procedure was adopted as a temporary measure. Later it was 
decided to use estimates for double-entry bookkeeping (a radical departure 
in that company ), thus speeding the entire flow of accounting reports with- 
out detracting unduly from the standard of accuracy. 


Case VI 

A comprehensive set of statements emanated each month from the ac- 
counting department, covering every activity, together with balance sheet 
and a virtual SEC return. It was magnificent—but expensive and indiges- 
tible. 


As a result of audit, the financial reporting system was overhauled. The 
quantity of information was pared. Executives were supplied only with 
what they needed, and the “full treatment” was served only once a year. 
Communications were speeded and made less costly, and executive time 
was saved by limiting attention only to what was relevant for decision- 
making. 


9. CASES—HANDLING OF FACTS 


Facts may be reliable and well communicated. However, to form an 
effective basis for decision and action, they have to be properly understood 
and handled. No management audit is complete without examining the 
attention that is given to such facts. 

Case VII 

The management of a small manufacturing company received periodic 
reports of manufacturing costs, which were shown, for each product, in 
terms of materials, labor and burden. These costs, in relation to selling 
price, were a predominant factor in formulating sales policies and practices, 
and particularly in reaching decisions as to where additional sales impetus 
should be applied. 


Data developed by the auditor brought home forcibly to the management 
that the incorporation of burden in the costs was a poor measuring-stick in 
assessing profitability, since the greater part of the overhead cost was 
arbitrarily apportioned and its inclusion in product costs created misleading 
effects. The management group superseded its approach by the use of break- 
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even projections. As a result of this it was able to direct its 
with more effective impact on profit 


Case VIII 


sales guidance 


A company used a recognized “IQ” test in examining applicants for 
employment. The results of this test, together with other factors, were used 
as a guide as to whether or not to employ and how to place them. The 
auditor questioned the use of these tests and sought advice as to their value 
and validity. He was shown that the tests revealed indicators as to strong 
and weak points in the applicant’s mental ability. However, the import of 
these indicators was never explained by the personnel department to the 
supervisors of the persons hired. Further investigation by the auditor 
revealed that, during the process of time, some had been assigned to duties 
which the tests revealed were unsuitable for their particular mentalities. 
Further questioning revealed that many of them were not performing 
satisfactorily. 


As a result, supervisors were guided by the personnel department as to 
the implications of these tests, and some of the apparent “misfits” were 
reassigned to other duties with beneficial results. 


10. CASE—RELIABILITY OF INSTRUCTIONS 


Business operations depend, for their efficiency, on the multiplication 
of effective effort. One man is able to multiply his personal effectiveness by 
instructing a number of people how to perform a task. It follows that, the 
better his instructions are, the better are the results liable to be. 

Case 1X 

Excessive spoilage was encountered in a manufacturing process where 
most of the work was performed by hand, involving a certain element of 
brute force. Observation of the men at work revealed that most of the spoilage 
was caused by the use of excessive force, and furthermore that relatively 
few men improved their performance with practice. The rate of spoilage 
had been relatively constant in the business, and, while industry statistics 
were not available, it was generally believed that, “for some reason or 
other—probably lower overheads,” competition was able to produce at a 
lower cost. The foreman, who instructed the workers, had himself had a 
high spoilage rate when promoted because of seniority. 

A motion study was made, comparing the actions of men with low 
spoilage rates in contrast to those with high rates. Differences in techniques 
were established and, with the foreman’s cooperation, the more successful 
methods were taught to the group. This, together with an incentive plan 


based on low spoilage targets, had a significant effect in reducing costs. 
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11. CASE—COMMUNICATION OF INSTRUCTIONS 


Instructions are generally communicated by oral or written means or by 
example. No matter how well the instructor knows what he wants done, a 
satisfactory result requires that the message be effectively received by the 
person who is to do the work. 

Case X 

Inadequate liaison and bad relations existed between the sales force and 
the plant. The plant was “way out in the country” and had little day-to-day 
contact with the sales force. Constant—though not serious—complaints 


regarding plant shipments were experienced and some customers were being 
lost because of “better service elsewhere.” 


Audit revealed that the specification sheets used by the sales force did 
not correspond entirely with those at the plant, and there were some differ- 
ences in product nomenclature. They were sufficiently minor to cause irrita- 
tions rather than upheavals. However, the message (order) sent by the 
sales force sometimes meant something different when it reached the plant. 
The matter was easily remedied by the use of a uniform specification sched- 
ule and standard nomenclature of products. 


12. CASE—EXECUTION OF INSTRUCTIONS 


Even though the plan be well conceived, the decision sound and the 
instructions properly designed and communicated, the job will be well 
done only if the instructions are properly carried out. 


Case XI 


In a manufacturing plant a certain unit was manned by a foreman, an 
assistant and about a hundred operators (excluding storekeepers and other 
“indirect” workers). Output was falling below desired standards, which 
had previously been attained. A review of the operations revealed that the 
foreman was so busily occupied and his work force was so great that he was 
unable, even with an assistant, to supervise his men closely. 

As a result of this appraisal, the work force was organized into sub- 
departments, each headed by a sub-foreman. The closer supervisory atten- 
tion resulted in improved output, both as to quality and quantity. 

13. CASE—PARTICIPATION IN COMMUNICATION SYSTEM 

Because he is not restrained by regular organizational limitations, the 
auditor is often able to derive and convey to the proper persons the informa- 
tion they need as a basis for making decisions. 

Case X11 

The oil industry is essentially scattered, with its network of producing 

wells and pipelines extending over vast areas. In this particular operation. 
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regional management had been congratulated on its low cost of operation, 
but costs had later started to mount and an audit was made at the direction 
of top management. Recognizing that “a picture is worth a thousand words,” 
the auditors made their field trips with cameras and returned with abundant 
evidence that the low costs of the past had been achieved at the expense 
of a program of preventive maintenance. Photographs of the equipment 
revealed the urgent need for maior expenditures to get the equipment back 
into shape. 


For a top management unable to cover the ground that the audit team 
had done, there was presented a wealth of evidence, both photographic and 
descriptive, backed by statistical data, upon which a safe decision could be 
made to embark on a major expenditure. 


14. CONCLUSION 

In formulating its decisions, management has a real need for pertinent 
factual data. The management audit can provide it with this tool if it is 
well-manned, well-directed and approaches its mission with the objective 


of achieving better business results through constructive action 








WHAT MANAGEMENT 
EXPECTS OF THE INTERNAL 
AUDITING DEPARTMENT” 


By HERBERT P. BUETOW 
President, Minnesota Mining & Manufacturing Co., St. Paul, Minn. 


It has been said that an auditor can best perform his appraisal function 
if he puts himself in the shoes of the owner of the business. The author of 
this article, chief executive of a large and widespread manufacturing corpo- 
ration, elaborates on what management expects of the auditor and presents 
a practical viewpoint as to just how the auditor can put himself “in the 
owner's shoes.” 


CAN answer the question of what management expects of internal audit- 

ing by saying that at 3M we expect a great deal, perhaps even more than 
at some other companies. To understand the reason for this you must 
know something of the history of internal auditing at our company. 


We are most fortunate to have among our active executives today, two 
men who together converted Minnesota Mining & Manufacturing Company 
from a struggling, nearly bankrupt, sandpaper company with a poor product, 
a poor reputation and even poorer bank balance into an international organ- 
ization known for the variety, quality and usefulness of its products. 


Each of them started his career at 3M with the unadorned title of book- 
keeper and each of them in fact performed, among other things, the functions 
of internal auditing. They began that function long before many of us had 
heard the term “internal auditing.” 


In my association with them over the years I have had many opportu- 
nities to notice that they continue to apply the principles of internal audit- 
ing to the make-or-break decisions which have influenced not only our 
progress but our very existence as a company. And I would say, too, that 
they set a pretty good pattern for the rest of us to follow. 


They both had excellent command of the tools of the trade and, perhaps 
even more important, they both know how to make those tools do useful 
work. 

*Delivered at the Mid-West Regional Conference of Tue INstTITUTE oF INTERNAL 
Aupitors at the University of Wisconsin, Madison, Wis. 
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With that background you can see why we place a high value and a 
heavy burden on the internal auditing department at 3M. 
What we expect of the department can be divided into two main areas: 


1. What qualities do we look for in the auditors? 
2. What is the scope of their work? 

These areas are certainly related, for the scope of auditing is limited only 
by the competence of the auditors. 


The accounting journals have written excellently and in great detail 
of the qualities to be desired in an auditor and I do not feel that I can add 
to what already has been said in this respect. I would like, therefore, to focus 
attention on the scope of their function. 


The first point I would like to discuss is not an unimportant one but 
it does concern one of the negative aspects of the work. This is the matter 
of fraud. 


I mention this first not because I feel that detection and prevention of 


fraud is first in importance among the functions of internal auditing, but 
because it is the one problem which is common to all internal auditing 


departments and which, therefore, inevitably becomes a topic whenever two 


internal auditors are in the same room. 


From my own experience as an auditor I know of the practical limita- 
tions in uncovering defalcations in broad audit assignments. There is a 
manifest impossibility in 3M, for instance, of 15 auditors reviewing the 
accuracy of, and uncovering any irregularity committed by, every one of 
our thousands of men and women in clerical work and in related fields such 
as receiving, purchasing, etc. Management should expect only that vulner 
able areas of trust are audited to an extent that will eliminate the possibility 


of extensive or expensive dishonesty. 


Good management should never be as interested in past events as in the 
future. History has meaning only if it helps us anticipate the problems of 
the future. So, I would place emphasis not on the discovery of fraud but 
on its prevention. In other words, I would stress the importance of a con- 
tinuing review of internal control. 


With those few words I would leave the subject of fraud. Undue 
emphasis has been placed on it in the minds of many persons in middle and 
top management with the result that they actually fear auditors. They look 
upon them as detectives and feel that to be audited is to be under suspicion. 
And, unfortunately, the techniques employed by the auditors in dealing with 
people sometimes justify this attitude. 


This feeling of distrust, whether justified or unjustified, is perhaps 
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the biggest single obstacle which the auditor must overcome if he is to 
perform the many other services which enlightened management expects. 


One of these services is to test the usefulness of accounting and financial 
data in the reports, statements and charts upon which management bases 
its decisions. Internal auditors have two tasks here: 


The first of these is the more obvious. I think by now it is well per- 
formed throughout industry but I can well recall our faltering efforts as 
we first undertook this task not too many years ago. I refer to the routine 
checking of the accuracy of the data. For example, an auditor reviewing 
the property accounting functions will check to insure that the status of 
authorizations as reported to management is clerically correct. 


There is a second task in this area which has been more recently recog- 
nized and is perhaps less effectively performed in some companies. This 
goes beyond the accuracy of the data which is being compiled. It is the task 
of reviewing the completeness of the information, its pertinence to the prob- 
lems faced by the men to whom it goes and the effectiveness of the form in 
which it is presented. Referring to a status of authorizations report again, 
the auditor might question how management can effectively use the data. 
He may suggest the report show a percentage of authorized dollars expended 
and an estimated percentage of work completed. Then management will see 
that a particular project is, say, only 50% completed but 80% expended 
and take the action required. 


An auditor (and here you can see the high qualities of auditing personnel 
which management expects) must understand the management decisions 
which have to be made and recognize the varied, non-accounting back- 
grounds of the members of management. Only then can he apply his account- 
ing knowledge and analytical ability to insure that all of the important data 
is presented, that none of the unimportant detail is permitted to confuse the 
report ar. 1 that the report is so designed as to be correctly interpreted and 
readily assimilated by the reader. 


Going a step further, auditors should appraise the usefulness of account 


ing and financial data being assembled for management in terms of the cost 
of accumulating it. 

Members of management occasionally request information in which they 
are only casually interested. The accountants go to work without ever 
advising the executive that the man-hours involved in extracting the infor- 
mation will push its cost way beyond its value. The management member 


HERBERT P. BUETOW joined the Minnesota Mining and Manufacturing Com 
pany in 1926 as an auditor. Prior to his present position as President and Director 
of that Company he served as Controller, Treasurer and Director and Executive Vice 
President. Mr. Buetow received his A.B. Degree from the University of Minnesota 
in 1921. 
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is at least partly at fault in this case but the auditor must accept some of 
the responsibility for eliminating this waste of costly man-hours. After all, 
the auditor is not restricted to reviewing only the lower echelons of business 
organizations. If nothing else, this situation demonstrates that tact must be 
given a high priority on the list of auditor qualifications. 


In addition to measuring the usefulness of data, the internal auditing 
department is expected by top management to appraise the effectiveness of 
accounting functions. 


This includes reviewing the quality of the systems and procedures. 
We've already touched on the all-important aspect of internal control. Now 
I am referring to the effectiveness of the mechanics involved in recording 
and accumulating and controlling accounting information. This is the 
obtaining of answers to questions such as: 

Is this particular accounting record necessary ? 
I 5 ; 
Is it useful? 
Is it efficiently prepared? 
"an it be dispensed with or replaced with estimates periodically 
( t be d 1 witl laced witl timat licall; 
tested ? 
Can it be done better manually, on bookkeeping machines, on punched 


card installations, or on magnetic recording tape? 


Knowledge of accounting procedures and principles, the capabilities 
of accounting machines, logic and common sense are the auditing qualities 
called into play in this work. 


| 


Our auditors are expected to come up with ideas on better ways to get 
things done in our accounting organization. We have a systems and pro- 
cedures group working on and developing ideas but they, quite properly, 
welcome ideas and suggestions. The auditors are a major source of such 
stimulation. They are, of course, among the many individuals who are ex 
pected to approve new or revised procedures. In their approval, their first 
interest is to see that internal controls are adequate and that coordination 


and effectiveness of accounting functions are also reviewed. 


The effectiveness of the accounting functions of a business does not 
result solely from the system employed. The human element is every bit 
as important—perhaps more so, for if the human relationships are right 
the motivation will be such that the systems and procedures will be improved 


within the group. 
For this reason auditors must appraise the accounting personnel. They 
must consider their accuracy, judgment, technical knowledge, and ability. 


They must evaluate their work habits, and, in the case of supervisors, their 
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ability to motivate and instruct their subordinates, and to maintain har- 
monious relations within their group. 


Is all this outside the scope of an auditor? I must concludg it is not, for 
the compelling reason that these things are so very important. I recognize 
the difficulties involved in terms of attempting to appraise such intangibles 
as the interplay of personalities. I recognize the dangers involved in terms 
of the possible effect on the relationship of the auditor and the “auditee.” 
I 
In fact criticisms should almost invariably be presented orally directly to 
the proper supervisor. But in spite of all these things which make the task 
difficult, the cost of failures in the human relations field in terms of errors, 
inefficiency, low productivity, and labor turnover is so great that the auditors 
must observe and comment on this field. I would add, however, that serious 


weaknesses reported by the auditor must be reviewed by others, particu- 


know how informal the reporting of deficiencies in this area must be. 


larly a representative of the personnel function, before the validity of his 
criticism can be accepted. 


The auditor’s work is not merely one of criticism or appraisal. Manage- 
ment can and does expect it to be directly constructive. The aspect that 
comes first to my mind is in the communication of policies and procedures. 
The auditors have a wonderful opportunity, and one they take advantage of 
in 3M, to show a sincere desire to help the groups they audit. They can advise 
the groups of proper procedures, help them work out local problems, and 
explain more fully the policies set forth in our manuals. They can be sales- 
men of the home office by their interest in and help to the branches. 

This contribution to the uniform application of policies has a reverse 
value too, when policies developed in the home office are found to be inap- 
plicable to branches. The auditors can effectively assist the branch in such 
an instance by helping to have the policy changed 


Constructive help is not limited to communicating policies or to working 
with outlying branches. Really, the only limitation is in the ability of the 
auditor to come up with helpful ideas and to present them in a manner which 
will make the other groups willing to accept them. 

I don’t want to discuss all the phases of business which 


should be re 
viewed by internal 


auditing. You have all attended meetings in your local 
chapters to discuss whether this or that function is properly a subject for 
audit scrutiny, or what should be the relationship of auditing to other staff 
functions such as, for example, a systems and procedures group. It is com- 
mendable to analyze your own qualifications and try to limit your work to 
areas in which you can be most effective. But, in our company, manage 
ment’s expectations are, I suspect, broader than in other companies 
broader perhaps than Tne INsTITUTE’s pronouncements would cover. This 
stems from our view that auditing is an important communication channel 
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Communication of ideas between the lower and higher levels of the 
business organization is a real problem. The problem is intensified by large 
size and by attaining that size so rapidly that natural growth of communica- 
tion channels cannot keep pace. As we have planned our long-run growth 
we have looked to internal auditing to help solve the problem of communi- 
cating the ideas and feelings of the lower echelons of our organization to 
the management group. 


Our auditing group has felt free—even under obligation—to appraise 
and report upon any area of our organization. In the case of non-account- 
ing functions this appraisal and reporting will often be quite informal 
sometimes only oral comments on the effectiveness of the function being 
considered. But whether presented orally or in written form, they are 
carefully thought out and stated for what they are—impressions or opinions 
formed by an outsider to the specialized field, but as a result of a careful, 
impartial, and logical analysis of the function. This is, I suppose, the much 
talked of field of “management auditing”’—the concept of the auditor as 
another set of eyes and ears to record and condense facts and communicate 


them to management. 
~ 


There is a word of caution, however, which must be brought up at this 
point. One of the problems of management today is the matter of rising 
costs which result from a duplication of functions. And it is conceivable that 
auditors, with mis-directed zeal, occasionally recommend procedures and 
functions which magnify this problem of duplicated effort instead of helping 
to reduce it. 


So while we expect internal auditing to review the functions of other 
groups—measuring their usefulness and effectiveness and ascertaining that 
these functions are being carried out in a streamlined and efficient manner 
we also expect that internal auditing will apply these same yardsticks to its 


own functions. 


Our attitude that auditing may properly review and report upon any 
area goes further. In many instances auditing has undertaken many account 
ing tasks, performing the original work rather than merely reviewing the 
work of others. This has occurred when in their auditing they find an area 
of effort or a particular job not being worked on. If they cannot immediately 
arouse the interest of some staff or operating group in it, then they have 
stepped in, shepherded the job through its trial and error beginning, proven 
its worth, and then turned it over to the organizational group in which the 
responsibility logically rests. Over the years much of expansion of scope 
and improvement in our accounting has started in this way. 


Sometimes, when the job is transferred from the auditing group, the 
man is, too. This suggests another thing I would put high on the list of what 
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I expect of auditing—namely, that it be a proving ground for developing 
men suitable for promotion to responsible positions outside of auditing. 
We consider an accounting background an important element for promo- 
tion. ; 


While we have discussed the matter of what management expects from 
internal auditing, it is only fair to state in conclusion that, to live up to 
these expectations, the auditors have a right to expect certain considerations 
from management. First of all they must be kept fully informed of manage- 
ment’s program. It is internal auditing’s job to provide a very important 
management tool, but no tool can be designed until the designer knows the 
use for which that tool is intended. 


Our internal auditing department is doing a good job for 3M, and no 
doubt there is some room fot improvement. Our chances for realizing that 
improvement is enhanced by reason of the close liaison between the depart- 
ment and top management. When the auditing group directs my attention 
to a matter, it warrants attention. They feel free to call on me and I hope 
they never feel their efforts are wasted when they present a matter to any 
member of management. 


For my final comment, I would refer you to our good friend and author- 
ity on all subjects, Mr. Noah Webster. As you might expect, he offers 
several definitions for the word “audit.” But I was surprised and a little 
disappointed to see that what I consider to be the best definition of the lot 
is now considered archaic by Mr. Webster. 


That is the definition which says an audit is a judicial examination. 
And it occurs to me that maybe this particular definition sank to its present 
status because it is no longer universally true that auditors are judicial 
about what they examine. 


Still, this is what management really expects of auditors—that they 
exercise judgment in deciding what to examine, how to examine it, and for 
what purpose. 


If you will apply those criteria to your audits, I am confident you will 
find them becoming more streamlined, more to the point, and more useful 
to management. 


AUDITING THE PLANNING 
ACTIVITY * 


By HERBERT G. KIMBALL 


Director of Organization Planning, Lockheed Aircraft Corporation 


Every operation and activity has to be planned before it can be executed. 
Usual strengths and weaknesses in operations frequently result from plan- 
ning, as distinct from performance. The author, in reviewing his past 
activities as an internal auditor, questions whether his work has been fully 
effective because planning is generally considered outside the realm of 
auditing. He offers some useful suggestions as to how the auditor might 


make himself more valuable by reviewing and appraising planning activities. 








HIS month I have been out of internal auditing roughly three years. 

During those three years I have had an opportunity to look back at 
internal auditing—to look back and reappraise some of the things we did 
from 1941 through 1952, especially in light of the organization planning 
that I am doing now. 


Looking back, most of what we did from 1941 through 1952 still seems 
good to me. But every once in a while I think I see something we could have 
done better. Or I think I begin to see why we failed to do something as 
well as I thought we should. 


For one thing, I think that, along with a lot of other people, we paid 
too much attention to control, too little attention to planning, and too little 
attention to the control of planning, including the planning of planning. 


Looking ahead, I think that more of us, auditors as well as others, may 
come to pay relatively less attention to control, relatively more to planning, 
and hence relatively more to the planning and control of planning. Today 
I want to tell you why I think so, and then go to have another look at two 
of our perennially old questions: First, to whom should an internal auditor 
report? And second, if an internal auditor isn’t doing something that he 
or someone else not his boss thinks he ought to be doing—in this case, if 
he isn’t helping to control planning and the planning of planning—how 
can he get started? 

WHY TOO MUCH ATTENTION TO CONTROL, TOO LITTLE TO PLANNING? 


I shall have to start by confessing that I still don’t quite feel that I know 
for sure why we paid too much attention to control and too little to planning. 
*Delivered at the Sixth Annual Western Regional Conference of Tue INsTITUTE oF 

INTERNAL AvupiITors in Seattle, Wash 
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Our company had a lot of plans. It had to have. And we paid a lot of 
attention to them, For example, in writing auditors’ reports, we frequently 
ascribed the successes and failures we found either to good planning plus 
good performance ; to poor planning salvaged by good performance ; to good 
planning offset by poor performance; or to poor planning compounded by 
poor performance. 


But somehow, our work with respect to planning never quite fell 
together. Perhaps it didn’t because we didn’t have the knowledge—didn’t 
have the time to get the knowledge—to see the whole picture. On the other 
hand, nearly everyone that I remember was talking or writing control. Few, 
if any, were talking or writing planning. In fact, planning came close to being 
a “dirty word,” and no doubt that played a part. We simply thought con- 
trol; we never quite thought planning. Hence, we never quite got down to 
checking planning as something separate and distinct from performance 
and control. 


WHY MORE ATTENTION TO PLANNING? 


However, since then people have begun to talk and write planning. 
They have begun to rebel against control—to urge a shift from the basically 
stand-pat, foot-in-the-aisle, negative thinking the word “control” implies, to 
the basically adventurous, give-them-a-lift, positive thinking the words “to 
plan” implies. Of course, they haven’t forgotten control, but they don’t talk 
it alone. They talk it only in relation to planning—only as a complement of 
planning. 


LEARNING BY READING AND LISTENING 


For example, let me cite some statements of other men. Mr. James L. 
Pierce, Vice-President and Controller of the A. B. Dick Company, writing 
what I regard as a certainly rebellious piece, “The Budget Comes of Age,” 
for the May-June 1954 issue of the Harvard Business Review, said that 
budgets (when mistakenly regarded as “controls” instead of as “plans”’) 
“are associated in the minds of many people with paucity and stinginess 
instead of planning and direction.” Furthermore, the editors quote him as 
resenting what he calls the “negative-toned literature” that has been grow- 
ing up about the subject of budgeting. 

On the other hand, Mr. David Sarnoff, Chairman of RCA, in “The 
Fabulous Future” in the January, 1955 issue of Fortune, urged planning, 
and the possibility of planning as follows: 
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“If the destinies were already written in the stars and beyond mortal 
control, there would be little point in talking about them. But I am con- 
vinced, like most people, that our destinies are, in large part, subject to 
our own volition. It is understandable that at times we have been 
frightened and bewildered. But we do have a choice: we can grovel in 
terror before the mighty forces of science and historic adjustment, even 
as savage man groveled before lightning and other natural phenomena. 
Or we can face those forces with courage, determination, and calm 
intelligence. We do have such a choice because we are not the passive 
objects but the active manipulators of those forces.” 


Finally, Dr. Alex W. Rathe, Associate Professor of Management 
Engineering in New York University’s College of Engineering, speaking 
at an AMA Workshop Seminar regarding “Top Management Planning and 
Control,” Los Angeles, May 1954, talked control in relation to planning 
as follows: 

“Planning is the job of setting a goal and selecting the best road to 
take to that goal. Control is the job of measuring and reporting progress 
along that road; comparing that progress with plan; analyzing varia- 
tions; and providing a ‘feedback’ into operation through either correc- 
tion or replanning. 

The planning and control process is a cyclical process—a closed 
circuit running from planning through control back to planning through 
‘feedback.’ 

Planning is the preface to control; control the complement of plan- 
ning. 

Control can be no better than planning; without planning there can 
be no control. 

Control may keep us from making any given mistake twice. But 
only planning will keep us from making it once.” 


LEARNING BY MANAGING 


To be sure, I’ve learned some of these things by reading and listening 
But I’ve learned—and I’m relearning—some by managing, too. 


g 
For example, quite early in my tour as manager of our General Auditing 
Department, my staff and I developed most of the records, policies and 
procedures we needed to record the work we did. Nevertheless, we still 
didn’t have control. We couldn’t have control because our planning wasn’t 
complete. We didn’t have a complete analysis of the work we ought to do 
a clear statement of our goals in terms we could measure against. Without 
that, the controls we had were still something less than wholly effective, 
but after we began to get our planning rounded out, our controls began to 
take better hold. As our controls began to take better hold, our planning 
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began to improve, and as that happened, life began to get better and better, 
as Messrs. Sarnoff, Pierce and Rathe all promise. 


On my new job, I’m repeating the same process. My staff and I have 
developed a system for picking up the time on our various jobs for com- 
parison with a plan, but we have no plan. Initially, we were under such 
pressure to get certain things done that we couldn't plan, at least in any 
fully acceptable way. But we hope soon to have the time to plan. And then 
we hope that life will begin to get better and better on this job too. 


THE “BIG PICTURE” 


I think the big thing I am only now beginning to get—the big thing I 
think many others, both inside and outside my own company, are only now 
beginning to get—is the “big picture”; a view of all the things we have 
to fit together, if any plan is going to click. 


To illustrate, let us take a look at the planning problem of some assumed 
company. Let us think of a manufacturing company, realizing that while 
its problem may differ in detail from the problem of a banking, insurance, 
transportation, merchandising or other business, it should not differ in 
principle. 


PRIMARY OR SERVICE OBJECTIVES 

As of any given time, our company will have certain primary or service 
objectives. These will be found in the kinds and qualities of the products it 
is trying to make and sell and in the standards (time, price, cost, market 
position and return on investment) against which it is trying to measure 
performance. These objectives may be unstated—they may be only implicit 
or implied. But preferably they will be stated—they will be explicit or 
expressed. 


“TOOLS” 

Along with its primary or service objectives, our company will have 
many “‘tools’”—many things it has acquired or developed to help it achieve 
those objectives. For example, it will have: 

Some knowledge of the work it has to do and some knowledge of the 

resources it needs to do it. 

Some operating plans, that is, some plans for the performance of the 
work it has to do and the acquisition of the resources it needs to do 
it, running down even to such things as detailed operation sheets. 

Some organization. 

Some basic policies intended to regulate the activities common to the 
execution or support of any operating plan and hence policies that 
very likely exist before and last beyond any particular project. 
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Some operating or project policies intended to regulate the activities 
peculiar to the execution or support of some particular operating 
plan and hence policies that very likely develop and die with some 
particular project. 

Moreover, it will have: 

Some procedures. 

Some methods—some technical knowledge or know-how. 

Some managers. 

Some workers. 

Some property, plant and equipment. 

Some materials or sources of material. 

Some money. And, finally, 


Some relations. 


Within these—and in particular, within its organization, its procedures 
and its methods—it will have provisions for control—its provisions for 


measurement, feedback and correction or re-planning. 


PRIMARY PLANNING PROBLEM 

The primary planning problem of the company is clear: It has to keep 
its primary or service objectives set an appropriate distance ahead. At the 
very least, it has to keep new products coming along so that when it has 
to discontinue the production of one it can commence the production of 
another. 


COLLATERAL PLANNING PROBLEMS 
The company has collateral planning problems too. Change its goals 

its primary or service objectives—and it has to change all of its “tooling,” 
too. Change the things it is trying to make and sell, or change the marks 
it is trying to hit in the process, and it will have to re-determine the work 
it has to do, the resources it will need, and so on down the line. Since 
planning logically proceeds from ends to means, from general to particular 
(if everything is going to fit together), it will have to do so from the top 
down for each of its products and each of the divisions and subdivisions of 


its organization, for both the long term and near term future 


OPERATION AND CONTROL 


Planning, of course, leads into operation and control. Hence, as our 
company starts to operate—indeed, as it starts to plan—it will have to start 
to control : to measure, to report back, to compare and to correct or re-plan 


And it will have to continue to do so as long as it stays in business. 
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HOW DOES THE AUDITOR FIT? 


How does an auditor fit into all of this? Why do I think that auditors, 
too, will be paying relatively less attention to control and relatively more 
to planning? 


First, let me say that I don’t think auditors will plan, except as they 
plan their own work. I still think they will help control by examining and 
reporting, planning is a big chunk of work, especially when we take collateral 
planning into account. It may not be as big as either doing or controlling, 
but it is big, and it may be even more vital. Accordingly, as that fact sinks 
in, I think more and more auditors are going to be asked to help check it— 
if not the basic, general, long-term planning, at least the collateral, particu- 
lar, short-term planning. Moreover, as more and more planning becomes 
available, I think that more and more auditors will check performance 
against it—indeed may, for the first time, have something to check perform- 
ance against. On either score, I think that auditors will be paying more and 
more attention to planning than they have in the past. 


TO WHOM SHOULD THE AUDITOR REPORT? 

Let’s have a look at the first of our perennially old questions, to whom 
should an auditor report? I think it’s a bad question. I think it asks the 
wrong thing. I don’t think we ever should have asked it. It assumes as uni- 
versal that al! auditors have some particular job to do and ought to report 
to some particular person in order to do it. Actually, except perhaps in the 
broadest basic terms, auditors do not universally have a uniform job to do, 
and they do work for a variety of men. I think the question we should 
have been asking is what will an auditor do if he reports to some particular 
person—such as disbursements accountant, a revenue accountant, a control- 
ler, or a president. 


WHAT WILL THE AUDITOR DO? 


Ask that question and I think the answer is clear. He will normally do 
what his boss desires him to do. But normally no boss can confer more 
authority than he himself possesses. Hence, the farther down the hierarchy 
an auditor reports, the narrower and more specialized his work is likely 
to be. Consequently, subject perhaps to one way out, an auditor reporting 
to a disbursements accountant is likely to audit disbursements and nothing 
more. Conversely, the farther up the hierarchy he reports, the broader and 
more general his work is likely to be. Consequently, an auditor reporting 
to a president may audit almost anything. 

Accordingly, with different auditors probably continuing to report to 
different people at different levels in different companies—even to people 
at different levels in the same company—they will probably continue to do 
different things in different companies. There won’t be—there never should 


‘ 


1ave been—any “should” about it. 
| I any “should” about it 
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ONE WAY OUT 


However, there may be one way out of this: an auditor—and here I 
think we ought to say an auditor in charge of the only or top auditing 
group within a company—may report to one man. But, with his consent, 
work for many, perhaps for some on or above the level of the man he reports 
to. Strictly speaking, that kind of an arrangement is not good, but where 
it has gained acceptance, it has been made to work. 


HOW CAN THE AUDITOR START TO CONTROL PLANNING? 


That gets us to the second of our perennially old questions: If an auditor 
is not doing something that he or someone else not his boss thinks he ought 
to be doing—in this case helping to control planning and the planning of 
planning—how can he get started? My answer may be disappointing to any 
auditor who may be in that position. You may be able to guess it from 
what I’ve said about our first question. Unless he can sell his boss, he may 
nevertheless, still find himself confined to his boss’ domain, but perhaps 
he may get to work for others. His boss may get moved up and take him 
with him, or someone higher up may want some planning checked and 
draft the auditor to check it. But wherever he is, if he has any latitude at 
all and any planning to work from, he can innovate—1 


e can just plain start 
to check planning. 


OBJECTIVES—LINE AND STAFF 

For example, suppose our auditor is reviewing the performance of some 
department. He can start by asking for a statement of its objectives—for a 
statement of the things it is supposed to be doing and the marks it is sup 
posed to be hitting in the process. 


If he is reviewing the performance of some “line” department, he should 
find his answer easy to get. Since “line,”’ by definition, works on the design, 
production and distribution of things to be delivered to customers, any “line” 
unit should be able to point directly to the company’s primary or service 
objectives as directly reflecting its own. Its only difficulty may lie in cutting 
out in measurable terms the part of those objectives that constitute its own 


On the other hand, if our auditor is reviewing the performance of some 
“staff” department—some planning, service or control department—he may 
find his answer harder to get. Since “staff,” by definition, works to provide 
goods and services to “line” or other staff and not to customers, it cannot 
point to the company’s primary or service objectives as directly reflecting 
its own. Instead, given those objectives, unit by unit staff has to go through 
just about the same kind of research in setting its own objectives—in de 
termining what “line” or other staff will need and the marks it will have to 
hit in supplying it—as the “line” had to go through in setting primary or 
service objectives in the first place. Nevertheless, every staff unit should 
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be able to define its objectives, and should be able to show that as it gains 
its own objectives on the one hand, it helps the “line” to gain primary or 
service objectives on the other. 


“TOOLING” 


In any event, with the matter of objectives in hand, the auditor can 
begin to ask about “tooling.” If the manager of the department under review 
is expected to “design and make” his own, has he done so? Has he analyzed 
his job and his needs? Has he formulated plans for the performance of his 
work and the satisfaction of his needs? Has he developed an organization? 
Has he developed policies, procedures, methods, staff and so on? Or, if he 
is supposed to get his “tools” from somebody else, has he made his needs 
known? And are they being satisfied ? 

CONTROL 

Then what about control? Has it been provided for? Is it working? Do 
reports reflect it fairly? Has it led to any necessary correction or re-plan- 
ning? 

CONCLUSION 

With these and similar questions our auditor should be able to get going. 
Let him start asking these questions—let him start to review planning or the 
performance of planning, in even the mest limited area—and almost anything 


may happen. 
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CONVERSATION 


N internal auditor has many occasions to communicate with his asso- 
ciates in his day to day contacts with personnel of various activities 
of a company as well as the spoken word. Written reports deliver the 
thoughts and ideas of the writer, but not with the breadth and understanding 
of personal contacts. Verbal communication is the method most frequently 
used—and abused. Since we use it in our daily work to a great extent, it 


behooves us to strive to be good conversationalists. 


What makes a good conversationalist? He possesses certain general 
characteristics. He has an air of friendliness and will go out of his way to 
be acceptable to other people. He has the ability to listen well and can help 
others to feel at ease and to enter into the conversation. He can direct the 
conversation into the proper channels and can divert it when necessary 
He is tactful and knows what to say or not to say. He has clear-cut ideas 
and expresses them well. He uses diction in a cultivated manner and has 
an easy flow of speech. He chooses his words carefully and pronounces 
them correctly. He naturally uses accepted forms of grammar. He may 
possess many other characteristics which would contribute to the accom 
plishment of being a good conversationalist. Many of us are not naturally 


good conversationalists, but we can improve our technique 


Conversation can be improved if self-confidence can be substituted for 
the half-fear formerly held. One of the ways to accomplish this is to develop 
a good general knowledge. We, of course, cannot be expected to possess 
complete data on everything, but should have a good working knowledge of 


accounting, be able to express ourselves adequately in accounting termi 


nology and have an understanding of company policies and procedures 


Experience will improve ability to converse well. After a conversation 
is closed and particularly after a point is lost, the thought of what should 
have been said suddenly appears. We shoutd determine why we tailed to 
mention it during the conversation and train ourselves to think and talk 


properly in the future. 


We can and should strive to earn and attain the title of “a good cor 


versationalist.”’ 








LEGAL ASPECTS OF INTERNAL 
AUDITING IN THE UNITED 
STATES OF AMERICA 


By ROBERT E. KRONEMYER 


The author, by reference to the official Statement of the Responsibilities 
of the Internal Auditor as approved by the Board of Directors of Tue Inst1- 
TUTE OF INTERNAL AUDITORS, stresses the relationship of the internal auditor 
to the internal and outside legal counsel as to his legal responsibilities: 
namely, protection of interests of the organization as well as opportunities 
available to him for assisting legal counsel. 





INTRODUCTION 


LTHOUGH occupying a position of independence in the organization, 

the internal auditor is in constant contact with others in his daily 
work. These relationships include, among others, his internal or outside 
legal counsel, management, students, economists, cost accountants, independ- 
ent C.P.A.s, electronic machine experts and others. This discussion of 
the internal auditor’s relationship to legal counsel, in some respects, is part 
of the larger topic of the place of internal auditing in management. This topic 
also impinges upon the relationship of internal auditing to public account- 
ing. At the risk, therefore, of encroaching somewhat upon the areas to be 
covered by these other subjects, some of the legal liabilities of the internal 
auditor will be discussed first. Then the balance of the discussion will relate 
to the legal aspects or opportunities for assisting legal counsel available 
to the internal auditor. 


Tue INSTITUTE OF INTERNAL AUDITORS is now in its fifteenth year, 
having been formed fourteen years ago in September, 1941. During this 
relatively short period it can claim outstanding achievements in the fields of 
education, research, publications, to say nothing of a phenomenal growth in 
membership to a present total of scores of chapters in all the leading cities of 
the nation, and thousands of members. This growth in the profession of 
internal auditing has been accompanied by an increase in its legal liabilities 
and responsibilities, just as in the case of the outside C.P.A. 

3oth the internal auditors and the outside C.P.A.s are members of pro- 
fessions that are steadily growing in public importance. It is inevitable 
that the ethical, professional and legal responsibilities of internal auditors 


will grow as their opportunities for public service expand. This is part of 
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the process of coming of age as a profession. Therefore, it rests upon internal 
auditors as a group to understand fully the nature, scope and implications 
of their professional responsibility so that, while best serving management, 
they strive to minimize the hazards of exposure to public criticism and 
potential legal liability. 


Internal auditing cannot escape from history any more than it can 
escape from its own destiny as a growing profession. The actual litigated 
cases involving accountants have much to teach, because history has a way 
of repeating itself. Thus, an intimate knowledge of the facts and law of these 
cases involving accountants as a whole, and the judicial and statutory 
material surrounding the work of the internal auditor in particular, will 
do more than anything else to develop the technique of imaginative think- 
ing and alertness in the work of internal auditing. Also, it will cultivate 
an awareness of the importance of complying with the high standards of 
the profession. 


LEGAL LIABILITIES 


As contrasted with the outside C.P.A., the internal auditor occupies a 
completely different legal status. Whereas the outside C.P.A. is classified 
by lawyers as an independent contractor, the internal auditor may be 
categorized as an officer, agent or employee of management. Since the 
internal auditor stands in the shoes of management for legal purposes, his 
potential legal liability is that of management and far exceeds that faced 
by the outside C.P.A.* 


According to the official Statement of the Responsibilities of the Internal 
Auditor approved by the Board of Directors of THe INsTITUTE oF INTERNAL 
AvupiTors in July, 1947, “Internal auditing is the independent appraisal 
activity within an organization for the review of the accounting, financial, 
and other operations, as a basis for protective and constructive service to 
management.” This overall objective of internal auditing in assisting man- 
agement has two major phases, as follows: 

1. The protection of the interests of the organization, including the 

pointing out of existing deficiencies, to provide a basis for appro- 

priate corrective action ; 
2. The furtherance of the interests of the organization, including the 
recommendation of changes for the improvement of the various 

phases of the operations. ° 


For purposes of this discussion, the protection of the interests of the 
organization includes mainly those activities which involve the legal liabili 
ties of the internal auditor, and are concerned mainly with the control and 
*See Saul Levy, Accountants’ Legal Responsibility, American Institute of Account- 
ants, 1954. 
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verification functions of internal auditing. On the other hand, the further- 
ance of the interests of the organization includes what may be termed the 
legal assets of the internal auditor, and includes primarily the rendering 
of services to management. There appears to be an unmistakable trend today 
to emphasize the operational aspect of internal auditing more than the 
verification phase of the field. 


\s contrasted with the legal liabilities of the outside C.P.A., those of the 
internal auditor are based primarily upon the concept that management is 
responsible for the accuracy of the financial statements, whereas the out- 
side C.P.A. only expresses his opinion on them in most cases. Thus, the 
legal liability of management, and necessarily that of the internal auditor, 
is a primary type of liability, whereas the legal liability of the outside C.P.A. 
is of a derivative or secondary nature. 


As the Securities and Exchange Commission has so well stated: “The 
fundamental and primary responsibility for the accuracy of information filed 
with the Commission and disseminated among the investors rests upon man- 
agement. Management does not discharge its obligation in this respect by the 
employment of independent public accountants, however reputable. Account- 
ant’s certificates are required not as a substitute for management's account- 
ing of its stewardship, but as a check on that accounting.”* 

As a general rule, the outside C.P.A. requires certain certificates from 
management in connection with his audit. These include the inventory cer- 
tificate, the certificate of contingent liabilities, and certain other certificates 
that the outside C.P.A. feels that management should render as a matter 
of official record. In view of this primary responsibility of management for 
its financial statements, the contrast in the legal status of the internal auditor 
and the outside C.P.A. becomes even more apparent. Thus, the internal 
auditor deals primarily with representations of fact rather than representa- 
tions of opinion. It follows that the defense of opinion is not available in 
any suit based on fraud against management that might be available to the 
outside C.P.A. 


\lso, it is important to note at this point that the concept of independ- 
ence is completely different as between the internal auditor and the outside 
C.P.A. According to the official statement of Tue INsTITUTE OF INTERNAL 
AupiTors, independence is basic to the effectiveness of the internal auditing 
program and has two major aspects, namely : 

1. The internal auditor should be responsible to a top officer of the 

company, presumably the controller. 

2. The internal auditor should have no current operating responsibility 

for regular accounting procedures. 


*4 S.E.C. 721 (1939) 
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In contrast, independence in the case of the outside C.P.A. means that 
he is completely independent of management and renders his expert opinion 
as to the factual representations of management. As seen by the Rules of 
Professional Conduct of the American Institute of Accountants,* this con- 
cept of independence of the outside C.P.A. is highly important. Occa 
sionally, a conflict may develop between the internal auditor and the out 
side C.P.A. In this connection the S.E.C. has held, in certain types of cases, 
that independence has been impaired, namely : 

1. The controller or the registrant is also an employee of the certifying 

C.P.A., or conversely, one of the C.P.A.s is an officer of the regis 


trant. 


~ 


2. An employee of the certifying C.P.A. does much bookkeeping for 
the registrant. 

3. The private audit report to management differs from the report made 
to the public. 

4. Close personal relationships exist between management and the out- 


side C.P.A.s. 


With respect to the legal responsibility of the internal auditor, as con 
trasted with the outside C.P.A., one of his primary responsibilities is the 
protection of the interests of the organization, specifically the control of 
fraud and defalcations on the part of employees. Internal control has been 
defined as the adoption of measures and methods in the planned allocation 
of duties of employees to safeguard the assets and to check the general ac 
curacy of the accounts. We all recognize that no system of internal control 
provides an absolute guaranty against fraud. Likewise, even if an ideal sys 
tem exists, the cost of maintaining it would be prohibitive, and the “prudent 
man” rule must be followed in this area. Thus, it cannot be said that, in 
every case where there has been a defalcation, either the outside C.P.A. or 
the internal auditor is responsible. As a matter of fact, neither may be 
responsible. With respect to the outside C.P.A., his potential liability is 
loss of his fee and the possibility of being liable for the full extent of the 
defalcation in excess of his fee. On the other hand, the internal auditor has 
his job and salary at stake in the case of fraudulent or negligent perform 


ance of duties. 


In the case of liability for defalcations of employees, there appear to be 
three possibilities in the legal triangle, as follows 


1. Management, the internal auditor and the outside C.P.A. may all 


the 


be liable to the outside creditor, investor or some member of 


general public. 
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Management and the internal auditor may be liable, but not the 
outside C.P.A. 


3. Neither may be liable. 


Of course, there are other possibilities which may be mentioned only 
in passing. One is the situation where management is actively fraudulent 
and where the internal auditor is not a party thereto. In such a case, there 
may be a conflict between the duty of loyalty of the internal auditor to his 
employer, arising from the master-servant relationship, and his duty as a 
member of a recognized profession, where he has actual or constructive 
knowledge of the fraud. Another remote possibility is where the internal 
auditor is fraudulent or negligent, but where management escapes legal 
liability upon suit by a third party based upon the doctrine of respondent 
superior. 


Also, third party creditors or investors might sue management because 
of the acts of the internal auditor on any one or more of three theories or 
causes of action, namely : 

1. Breach of warranty in representations contained in the audit report. 

2. Negligence in the conduct of the audit. 


Fraud in misrepresenting material facts in the audit report. 


In the absence of statutory liability, it has been firmly established that 
there is no common law liability to third parties for mere negligence.* 


In view of the fact that the jury thus can find that fraud did take place 
because of material misrepresentation of fact, however, it is important that 
both the internal auditor and the outside C.P.A. avoid getting into a posi- 
tion where their professional futures are put in the hands of a jury. 


With respect to statutory liability, however, Section 11(a) of the 
Federal Securities Act of 1933 provides for civil liabilities on the account 
of false registration statements. This section affects every signer of the state- 
ment and director or partner of the issuer, as well as every accountant who 
has, with his consent, been named as having prepared or certified any part 
of the registration statement. Although there are no court cases under this 
section involving accountants, we can see that management and the internal 


auditors are even more vulnerable that the outside C.P.A. 


A particular problem is created by the difference between the effective 
dates of the registration statement and the audit date of the statements 
accompanying the registration statement. Under Section 8(a), there is a 
requirement that 20 days must elapse before the effective date of the state- 
ment during which the public and the S.E.C. can examine the content of 


*Ultrameres Corp. v. Touche, 243 N. Y. Supp. 179, rev'd 174 N. E. 441 (1931 
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the statements. This post-balance sheet responsibility heaps a heavy burden 
upon the internal auditor as well as the outside C.P.A. 


As to the audit date, proof of compliance with generally accepted audit- 
ing standards is generally a defense. The difficult problem is created by the 
extension of liability beyond the financial audit dates and down to the effec- 
tive date of the statement, which is 20 days after filing. What constitutes a 
“reasonable investigation” from the audit date to the effective date is open 
to considerable difference of opinion. The consensus seems to be that it is 
essential for the internal auditor or outside C.P.A. to take the following 
steps, namely : 

1. Inspect the minutes down to the effective date. 

2. Address appropriate inquiries to management as to post-balance sheet 

events. 

3. Inspect available unaudited financial statements of management. It 
requires no stretch of the imagination to see how vital the function 
of the internal auditor is in this connection in cooperating to the 
fullest possible extent with the outside C.P.A. 


Aside from questions of strict legal liabilities, of course, there are ques- 
tions of ethical and professional responsibility. Even though there is nothing 
in the law that says an internal auditor cannot do a certain thing, his rules 
of ethics and standards of professional conduct prevent him from so doing. 
Also there are certain sanctions involved in these ethical and professional 
standards as well as the court type of sanctions involved in the case of legal 
responsibility. Thus, disciplinary proceedings may be instituted against ac- 
countants, whether internal auditors or outside C.P.A.s, where there is no 
common law or statutory liability by the following groups: 

1. Professional societies, such as the American Institute of Accountants, 

and Tue INSTITUTE OF INTERNAL AUDITORS. 


2. State Committees on Accountancy. 


3. S.E.C. Rules of Practice. 

4. Treasury Rules of Practice. 

In summary, the social responsibilities of the accountant, including the 
internal auditor, are the sum of his ethical, professional and legal obliga- 
tions. Despite this fact, the internal auditor, as well as the outside C.P.A., 
should assume certain responsibilities in rendering professional service, apart 
from strict legal liabilities which must be determined ultimately by the 
courts. 


LEGAL ASPECTS 


The second phase of the overall objective of the internal auditor is the 
furtherance of the interests of the organization. As is generally recognized 
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business has become enmeshed in laws and administrative regulations. The 
businessman today is forced constantly to make legal decisions. 


Many statutes have been enacted imposing detailed regulations on busi- 
ness activity, including the Wagner Act, Taft-Hartley Act, The Fair Labor 
Standards Act, the Walsh-Healey Act, the tax laws, the securities laws, 
the Food, Drug and Cosmetics Act, the Robinson-Patman Act, the Anti- 
trust and Fair Trade laws, and numerous others. More businesses are being 
affected by more laws every day. This development, of course, reached a 
peak during World War II and during the Korean War. 


Thus, the businessman today is a practicing lawyer with no formal train- 
ing. He needs faster decisions, better decisions, group cooperation of spe- 
cialized talents in decision making, better communications, approved and 
broader service, more education in the law and his relationships with the 
lawyer. Corporate legal departments and corporate internal auditing staffs 
have grown in larger business concerns in response to their need. To the 
extent that management is educated in self-help methods, so that it can 
solve daily legal and accounting probiems, the value of the services of the 
outside attorney and C.P.A. is thereby increased. Internal auditing can free 
the businessman from these daily problems and enable him to seek the aid 
of the outside C.P.A. and attorney in solving the important problems that 
were hitherto unrecognized and therefore undefined and unsolved. 


This brings the discussion to the relationship of internal auditing, 
through management, to public authorities and administrative bodies aside 
from the courts. In view of the vast number of laws and administrative 


regulations affecting business, only a few can be considered. 


First, with respect to tax authorities, there is the negative side of avoid- 
ing a deficiency. In this connection, there is the 5% penalty for negligence, 
where management cannot interpose the defense that he turned his books 
over to a lax or incompetent internal staff. Then, there is the 50% fraud 
penalty, where in some cases, an incompetent or careless bookkeeper may 
be a defense. Then, there are the specific criminal penalties involving the 
$10,000 fine and/or the 5 years imprisonment arising from an intentional 
fraud upon the Federal revenue. Normally, advice or reliance upon the 
advice of an outside attorney or C.P.A. may be defense to both the negli- 
gence and fraud penalties. This defense, of course, is not available to man 


agement when it relies solely upon the internal auditor. 


Aside from the negative aspect of avoiding deficiencies, the internal 
auditor faces a far more significant challenge in assisting the work of the tax 
department of his company, his outside attorney or C.P.A. in tax planning 
and tax auditing. If the internal auditor can establish a system whereby it 


is unnecessary to conduct expensive periodic tax audits, based upon the 
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books of original entry, he has properly discharged this higher phase of his 
professional responsibility. 

With respect to relationships with the state taxing authorities, I men 
tion in passing the problems of dealing with the county assessors in connec- 
tion with property taxes. In recent years, various local taxing authorities 
have attempted to assess inventories and work in process under government 
contracts where the title clause in the contracts previously had vested title 
in the United States Government. The internal auditor has a definite respon 
sibility in this field in seeing that there is a procedure for properly main 
taining an accounting and physical segregation of inventories between com 
pany-owned and government-owned inventories. Similar problems, of course, 


arise in connection with State sales taxes. 


Secondly, with regard to the control of corporate matters and the 
issuance of securities, the internal auditor is faced, from time to time, with 
the following questions under the corporation laws: 

i. Purchase of treasury shares, which can ordinarily be accomplished 


only from surplus or reduction surplus. 


hN 


Loans to directors, officers or stockholders, which can ordinarily be 
made only with the approval of two-thirds of the shareholders 


3. Payment of dividends, where only earned surplus 


‘an ordinarily be 
used. Paid-in surplus and reduction surplus can generally be used 
for dividends of preferred stock only after notice to the stockholders 
of the source of the dividend. Re-valuation surplus may not be used 
for dividends. Net profits or current earnings may be used for divi 
dends despite capital deficits, but not if the corporation is thereby 
rendered insolvent in either the bankruptcy or equity sense 

4. Watered stock, where good faith valuation on the part of manage 
ment is ordinarily a defense. 

5. Preferential transfers and fraudulent conveyances on the part « 
insovent or bankrupt corporations. 


In connection with securities requirements, the rank of the internal 
auditor may require an intimate familiarity with the state Blue Sky laws, 
as weil as the following statutes administered by the Securities and Ex 
change Commission, namely : 

1. Securities Act of 1933. 

2. Securities Exchange Act of 1934. . 

3. Trust Indenture Act of 1939. 

4. Investment Company Act of 1940. 

Thirdly, the relationship of the internal auditor to the various contract 
ing officers and officials of the armed services may be considered in cases 


where the company is performing defense work. In this area, of course, the 
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basic statute with which the internal auditor must be familiar is the Armed 
Services Procurement Act and the Armed Services Procurement Regula- 
tions. In very brief summary, the internal auditor should be familiar with 
the following aspects of this relationship, namely : 


1. Contract bids. Mistakes in bids are binding on the contractors unless 
mutual or so glaring that the contracting officer is put on notice. 


2. Contract settlements. This is the process whereby the contractor 
is paid, whether under a fixed-fee arrangement or cost-plus fixed-fee 
contract. In both cases, it is essential that a proper allocation of allow- 
able costs be made. 


3. Re-negotiations. This is here to stay. It was recently extended two 
more years to December 31, 1956. The DPA guaranteed loan and 
the SBA programs have likewise been extended. In connection with 
the re-negotiation of contracts, the standard form of contractors’ 
report must be accompanied by the RB-1 and RB-1B, namely the 
financial and income statements. Experience has shown that the 
original preparation and presentation of required sales and cost data 
has been taken too lightly. Insufficient time, effort and accounting 
consideration has been given to proper segregation of sales and the 
corresponding allocation of costs relative thereto.* 


4. Contract terminations. This involves the relationship with the con 
tract termination boards and a consideration of the following ques- 
tions: (a) When profit accrues; (b) the amount of the termina 
tion claim; (c) presentation in financial statements; (d) claims of 
subcontractors; (e) disposal credits and no-cost settlements. 


ws 


Guaranteed loans, or V-loans. In this connection, appropriate credit 
information must be given to the bank. 


6. Rapid amortization and certificates of necessity. This provision was 
added by Sec. 124A of the Revenue Act of 1950 and continued in 
Sec. 168 of the 1954 Code. Under these provisions, all or part of 
the emergency facilities can be amortized over a 60-month period for 
income tax purposes. This provision is now under considerable at- 
tack because of the revenue loss involved thereby. Some of the 
problems in this field are the conflict between depreciation for 
financial accounting purposes and depreciation for income tax pur- 
poses. Also, the income tax effects should be recognized and a pro- 
vision for income tax expense to be paid in the future should be made 
in the accounts. The internal auditor may also be responsible for 
the preparation of the application from ODMF-2 and the Quarterly 
Progress Report, ODMF-1. 


Paul M. Trueger, “Renegotiation Is Here to Stay,” Journal of Accountancy, July, 
1955, p. 30 
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CONCLUSIONS 


Internal auditors, along with house counsel, can aid outside attorneys 
and outside C.P.A.s by spotting problems in the organization. This actually 
falls in the same area of first aid or preventive medicine. This is not to sug- 
gest that the internal auditor should attempt to supplant house counsel any 
more than the outside attorney or C.P.A., but rather that he should put 
himself in a position to be of greater value as a member of the management 
team. According to the official Statement of Responsibilities previously 
mentioned, internal auditing is a staff or advisory function rather than a 
line or operating function. The internal auditor is in a unique position to 
capitalize upon his status as a staff and advisory man freed from routine 
operating responsibilities. It increases his opportunities to be of service to 
management and at the same time minimizes the legal hazards facing the 
organization. 


In most cases only the larger corporations can afford to maintain a staff 
of internal auditors. In smaller business firms, on the other hand, the outside 
C.P.A. and the outside attorney have a unique opportunity to provide man- 
agement service and management counseling.* In many cases the counsel 
and the C.P.A. are the only outsiders intimately acquainted with the prob- 
lems of the concern. Thus the services of the outside accountant should not 
be restricted to auditing and income tax and the services of the outside 
attorney should not be restricted to matters solely involving litigation. 
Likewise, internal auditing should not be restricted to the verification and 
control functions. In short, the internal auditor can contribute much in 
making the so-called “controllership function” a more vital part of his par- 
ticular business. 


Harry G. Brown, “Management Counselling for Small Business Firms,” Journal of 
Accountancy, July, 1955, p. 36 ‘ 
+Edward B. Cochran, “What Is a Controller?” Journal of Accountancy, July, 1955, 


p. 46 . 








AN ORGANIZATION FOR AUDIT 


By O. RUFFIN CROW 


This article conveys two particularly interesting messages to the internal 
auditor. In the first instance, it affords a case study of a company's prac- 
tices to achieve effective internal audit. Secondly, it elaborates on the 
development of an audit department to meet the growing needs of an ex 
panding business and to encompass certain activities of a quasi-audit nature 
without prejudicing the independence of the audit operation as a whole. 
These factors are of interest to a wide number of internal auditors, particu- 
larly as examples of a method of approach that is successful. 


j 


HIS is really a case study of an actual organization that is currently 

functioning. There is no one type of organization that will fit all com 
panies and, even within one company, changes are sometimes desirable to 
adjust for new conditions. The audit organization for each company must 
necessarily be custom-made to fulfill the needs of the particular business, 
and that will vary considerably depending on the character of the business 
and the scope of the audit department’s responsibilities. Their responsibility 
should be clearly established and their authority should be also, as an auditor 


occasionally has to “play by ear,” a definite limit on his authority can be 


a handicap. 

This particular example is a manufacturing concern located almost 
entirely in a group of plants at one location. The end-product is subject 
to quite a few design changes, which, as a result, create unusual procure 
ment and order cancellation problems. A considerable amount of this pro- 
curement is on some flexible price basis such as target price contracts with 
incentive features and cost-plus-a-fixed-fee type contracts. The company 
has had a rapid growth, which creates problems‘of new personnel throughout 
the company in all branches. The principal customer is the United States 
Government 


The internal audit department at this company had existed for some 
time, primarily as a staff position to handle specific problems assigned by 
the treasurer. These problems were usually not of an auditing nature. The 
function was something less than moderate in size and therefore practically 
no programming of audit work could be done. When I say moderate in size 
I don’t want to leave the inference that manpower alone is the way to do 


a job. 


The growth that this company was experiencing brought about a need 
for review and appraisal of the action being taken to conform to policies 
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set forth by management. The audit department was given new life and 
charged specifically to: 

a. Constantly survey the accounting methods and procedures of the 
company to the end that there was maintained strictly an adequate 
system of checks and balances to insure the accuracy of accounts 

b. Be responsible for procedural audits necessary to ascertain compli 
ance with control procedures, and to promptly bring to the attention 
of management any deficiencies or- violations of control procedures 

c. Carry out a program of internal audit of all accounting records, 
making test checks and other verifications necessary to establish that 
tl 


1¢ accounting records were being accurately maintained in accord 


ance with the company’s accounting policies, practices and pro 
cedures. 


d. Assist the treasurer in such other matters and perform such othe 
duties assigned to him from time to time 


This scope was later broadened to cover all field audits which had 
developed because « 


f subcontracting on a flexible price basis and claims 
related to canceled purchase orders 


At this time it became apparent that, in order to cover the entire scope 
of work within any given span of time, it was necessary to break down th« 
entire audit job into responsibilities for each major function and also to 


establish a master audit schedule. These two points are important. 


The organization resulting was as shown on the chart 
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The manager reports to the top financial officer of the company, whicl 
in this instance is the treasurer. In addition, he is also responsible for 


reporting any major unusual occurrences to the executive vice-president 
The manager derives his authority and responsibility from these two officers, 
who have reduced the broad scope of the departm« nt to written and sig d 
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instructions. A master audit schedule is prepared for 








cA J 


72 The Internal Auditor 


show the specific coverage required. Each supervisor prepares the schedule 
for his department subject to review and approval by the manager and the 
outside auditors. The schedule shows by department each subject to be 
surveyed or audited, frequency of such audit and budgeted man-hours. The 
amount of budgeted man-hours is, of course, flexible. The schedule of items 
to be covered is not—except for additional items. 


Each supervisor is responsible for programming, maintaining audits on 
schedule, reviewing, and taking necessary action to accomplish the adoption 
of recommendations or corrective action resulting from such audits. This 
could be referred to as management by exception, since the manager’s reports 
to higher echelons are based on the exceptions that cannot be corrected at 
a lower level of authority. 


The subcontract audit department is responsible for all field audits and 
also for the survey of internal check and control within its own company. 
This unusual combination is a practical marriage so that each staff member 
in this department becomes familiar with his own company and is not 
required to travel too much. 


The field audits are conducted along the lines of a regular examination 
of accounts, except that the detailed examination is directed toward verifica- 
tion of costs of a specific job either as a subcontract or a claim, after it has 
been deterrsined to be under general ledger control. Sections VIII and XV 
of the Armed Services Procurement Regulations dealing with contract 
termination and allowable costs are incorporated in the audit manual of 
this group. 


The supervisor is, by delegation, a member of the price adjustment com- 
mittee, which meets with the vendor after completion of the audit and 
reports thereon. Detailed audit manuals to be used as a guide for covering 
this phase of the work are in the possession of every staff man. 


The audit of internal control is patterned after the procedures set forth 
in the book “Internal Control Standards and Related Auditing Procedures” 
by Walter H. Kamp and James A. Cashin. Included within the scope of 
these audits are the usual subjects where values are readily convertible to 
personal use or misuse, such as cash, accounts receivable, accounts payable, 
payrolls, etc. These items are frequently covered by departmental operating 
procedures but not in a company-wide policy and procedure manual. This 
distinction is made because the audit for compliance with written company 
policy and procedure is handled separately and can, at times, be at variance 
with good internal control. 


The contract termination department is not an internal audit department 
in the strict sense because its work is really of a line operating nature 
not a staff function. However, in this case, since its work is the desk audit 
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of all claims as well as negotiations for settlement and inventory disposal, 
it has been grouped with the other audit departments. 


The control procedure audit department is also responsible for two 
specific audit functions, namely, the survey of performance in respect of all 
control procedures of the company, and corporate financial statement analy- 
sis and review. The control procedures are a formal and official expression of 
company policy and the procedures to be followed in connection therewith. 
There are about a hundred such written procedures, covering a wide range 
of subjects, of which very few have any direct relation to accounting. The 
master audit schedule requires that every one of these procedures be re- 
viewed at least once each year and certain ones, pertaining to scrap sales 
and the purchasing function, much more frequently. In fact, procurement 
is On a continuous review basis requiring the equivalent of about two full- 
time auditors. The detailed programs of audit for control procedures are 
designed to physically test and observe every step of the procedure, to 
appraise the degree of compliance, and take corrective action. Frequently 


the corrective action is to initiate a request for change in the procedure. 


Several members of the department are assigned to audit of the account 
ing records of the company. Their examination is along the lines that are 
probably most frequently performed by internal audit groups. The analyses 
prepared by this group are turned over to the outside auditors and become 
a part of their working papers. This reduces the amount of time for the 
outside outfit. This group is required to submit a monthly report on the 
accounts examined to the treasurer before the 15th of the next month, 
which is the day the treasurer must review monthly financial statements 


which have been prepared for the directors. 


Now we come to the last department in the organization. It is discussed 
last because the responsibility of this department, broadly stated, is every 
audit function not specifically assigned to any other department. It was 
originally the only audit department, but the necessity of devoting full time 
and attention to certain categories of work made it desirable to set up these 
separate groups, previously mentioned, and to make them responsible for 
specific performance in a fixed area, This group is named the internal audit 
department because it is a good name. It is obvious that much of the work 
of the other departments described is also internal auditing. A few of the 
subjects covered recently by this group weré: 

Overtime reports 
Cafeteria operations 
Insurance operations 


Physical inventory tests 
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Employees’ welfare 
Traffic operations 


Facilities conservation ‘ 


Reconciliation of list of remittances from mail room with 
receipts and deposits per cashier. 


There are also bank reconciliations, but, by installing other means of 
control, the reconciliation of the payroll bank account has been abandoned at 
a net annual savings of about $12,000. The internal audit department main- 
tains the controls. 


An analysis of these functions in all departments show that about 20% 
of the total time of the entire audit department is devoted to line operations, 
20% to field audits, 20% to internal audit of accounting functions, and 40% 
to internal audit of non-accounting functions. 


The basic requirement for a new employee of the audit department is 
a degree from a recognized college and.two years public accounting experi- 
ence with a reasonably large firm or its equivalent. The size of the staff is 
not any fixed number, but is roughly budgeted at slightly over two men per 
1,000 of total company employment. Considering the non-internal audit 
work included in the audit scope, that would figure close to the one man 


per 1,000 that has been reported to be something of a national average. 


To sum this up briefly, a qualified group of men with clear-cut responsi 
bilities and sufficient authority to perform those responsibilities can, through 
careful planning and programming, achieve the audit objective. 


AUDITING CASE STUDIES 


One of the responsibilities of the Internal Auditing Department is the 
determination that sound procedures are in effect and followed for correctly 
reflecting liabilities in respective accounting periods. 

The study prepared by the Internal Auditing Committee of the Amer- 
ican Gas Association and Edison Electric Institute very effectively illustrates 
the importance of proper liability determination as it applies to the utility 
industry. 


DETERMINATION OF RECORDED AND UNRECORDED LIABILITIES 


LL companies normally make every effort to recognize every known 

liability at the time of year-end closing. The responsibility of compiling, 
verifying and segregating the necessary information generally rests upon 
an employee, especially assigned during the closing period, to gather the in- 
formation preliminary to recording the known liabilities on the books and 
list those of undeterminable nature in the liability certificate. This may not 
be the most desirable procedure considering that : 

1. A liability, either incurred or contingent, may result from causes 
outside of the organization, which might very well be beyond the 
knowledge of the accounting employees. 

2. Once the liabilities are determined at the end of the year, there is 

no one department assigned to follow-up on the determination to see 

that they are liquidated at the earliest possible time. 


The Auditing Department seems the logical place to maintain a cur- 
rent and up to date record of liabilities, because ; 
1. It is constantly in touch with all departments and districts of the 
company throughout the year. 


2. It is continuously making periodic examinations of the books and 


records of the company, which includes contracts with outside 
sources. 


3. It can follow up non-recorded liabilities from the local examination 
to determine their status at the latest possible time and to see that 
action is taken for their final termination 

4. It can keep a complete record of all unrecorded liabilities in a cur- 
rent condition at all times. 


An audit of the insurance department would be incomplete if the status 
of the claims pending were not reviewed for possible additional coverage, 
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or provision for possible liability, that may have been overlooked or ignored 
as the result of no insurable coverage. The liability record kept by the 
auditing department should be reviewed with the carriers’ certificates and 
attorneys, to determine all changes that may have occurred since the last 
examination and to stimulate action to clean up the old claims. 


Taxes should likewise be reviewed in the light of the assessments or 
new legislative changes that may increase or decrease the tax provisions. 
Where disagreements are found between the assessors and company repre- 
sentatives, they should be investigated and brought to light in order to 
avoid penalties or unfavorable relations with the officials. 


District examinations should include a review of the liabilities as they 
were reported in the last examination and at the year-end closing, for law 
suits, claims for injuries or services by employees or the public, purchases 
of materials or services for which partial or final bills have not been rendered 
and items of similar nature incurred at a local level. 


In this respect, obligations of the Company should also be reviewed 
and cleared from the records, not only for practical consideration to have 
the accounts up to date, but as a matter of policy. A typical example would 
be refunds due to customers after the expiration of the contract period, such 
as line extension deposits overdue. 


Status of recurring contract work, particularly with the smaller con- 
tractors, such as for laying pipe, tree trimming, line construction and similar 
everyday jobs, should be reviewed for compliance with the contract or 
changes in contract terms that may result in additional costs not provided 
for at the time of negotiations. This review may uncover mismanagement 
of the job and possible liability to the company as co-defendant, or additional 
insurance cost for higher experience rating due to carelessness or negligence 
on the part of the contractor. 


The above are but a few illustrations as to why a central liability record 
is desirable for ready reference. 


Financing and regulatory matters pertaining to a public utility require 
accounting statements at other periods than at the end of the year and an up- 
to-date record of liabilities would be most desirable to see what changes 
have been made since they were last examined. The fact that all unrecorded, 
questionable and disputed liabilities are being reviewed in the interim, 1s 
sufficient reason for maintaining such a record. 





Subject: 


ARTICLES OF 
INTEREST 


TO INTERNAL AUDITORS 


REPORT WRITING FOR ACCOUNTANTS 


Published by: Jennie M. Palen, C.P.A. 





This very complete (602 page) book on effective report writing 
is primarily directed to the reporting problems of independent publi 
accountants. The opening chapter is concerned with the responsibili 
ties of the independent auditor, with succeeding chapters describing 
how that responsibility is discharged through the report of his audit 
In chapters covering the various balance sheet and operating accounts, 
the author describes certain general principles of classification and 
reporting. Where differences in practice may exist, the differing 
viewpoints are described so that the reader may be aware of possible 
methods of presentation and handling. In keeping with the instructive 
purpose of the text, no position is taken as to preferred practice i 
the case of these differences 


Three chapters on the technique of writing the comments and 
chapter on the use of the right word should be of value to anyone 
who is concerned with writing a report. To quote: “To write really 
good comments in an audit report is a peculiarly difficult and frustrat 
ing task; difficult because the auditor must express involved technical 
matters in language which persons without technical acccounting 
training will understand, frustrating, because the auditors major 
concern is with auditing, not writing t The auditor who cannot 
write effective comments is bound to suffer from the unprofessional 
appearance of his product, for the report is a part of his work which 
always shows. If anything in his report is vague, inaccurate, or subject 
to more than one interpretation, serious trouble may result—he cannot 
afford to neglect the tools of the writer.” 





From this opening, these chapters proceed to cover such matters 
tone, transition, sentence structure, connectives, phrasing, use and 
omission of words and various other elements, faults and virtues 
to be found in report writing. The points which are made are liberally 
illustrated with examples of faulty wording and phrasing and cor 
structive suggestions for revision 


Prentice-Hall, In 
70 Fifth Avenue 
New York 11, N. ¥ 
Price $9.25 
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Subject: CORPORATE REORGANIZATIONS AND THEIR FEDERAL TAX STATUS 
By: Robert S. Hotzman, Professor of Taxation, New York University 


With the current wave of acquisitions and re-organizations, many 
internal auditors become involved with problems that to them are 
somewhat out of the ordinary. This new edition of a previous work 
has been revised in conformity with the 1954 Internal Revenue Code 


The Ronald Press Company 
15 East 26th Street 

New York 10, N. Y 

Price $15.00 


Subject: INTERNAL AUDIT AS AN AID TO EXTERNAL AUDIT 
By: Robert H. Willson, Resident Partner, Haskins & Sells, Denver 
Published by The New York Certified Public Accountant, October, 1955 


Mr. Willson discusses the benefits to be derived by close cooperation 
between internal auditors and public accountants 


The chief benefits on the part of the company being audited are 
(1) a reduction in audit fees and (2) greater utilization of the pro 
fessional skill and experience of the public accountant, made possible 
by the decrease in time spent on details, and the greater amount of 
time available for the study of the overall operation. 


In a brief evaluation of internal control the author points out that 
the stronger the internal control system is found to be, the less testing 
is necessary by the accountant. He proceeds to discuss the evaluation 
of the effectiveness of the internal audit staff, as an important factor 
in the internal control system. The public accountant, responsible for 
determining the existence of internal auditing in a company and how 
it is being done, should then determine what is being done and how 
it can be coordinated with his own work, which can be considered 
complementary to that of the internal auditing staff 


Mr. Willson illustrated the possibilities for profitable results from 
proper coordination of the work of external and internal audits and 
the public accountant and the internal auditing staff, with examples 
from his own firm in such areas as cash accounts, receivables, 
inventories, revenue accounts and payables 


Subject: THE ACCOUNTANT’S PLACE IN THE CONTROL FUNCTION 


By: Alwyn M. Hartogensis, Chief Methods Consultant, Ebasco Services, Inc., 
New York 


Published by N.A.C.A. Bulletin, December, 1955 


Mr. Hartogensis deals with the question of the importance of the 
industrial accountant to management control. He first analyzes man- 
agement control, stressing its reliance on communications as a means 
of (1) communicating policies and objectives, (2) of reviewing and 

appraising proposed plans of subordinate levels of management, 
(3) of measuring results against plans and (4) of two-way com- 
munications for reporting variances from the plan and the reasons for 
variance. 
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“he author then discusses the accounting and non-accounting tools 

of control, which include planning, market research, work measure 
ment or standards and product scheduling, and the basic nature of 
budgets in the control system. 


He continues by illustrating how internal reports fit into the control 
picture, and their necessity to management in the process of evaluat 
ing results. The author discusses the requirements for the position 
as head of the accounting function, which is very often separated from 
that of the control function due to the scarcity of broadly trained 
managerial-minded accountants. Mr. Hartogensis stresses the need 
for broader educational and training programs, and in conclusion, 
analyzes the potential of the industrial accountant to fill the needs of 
management through his control-related functions 


Subject: THE NEW INTERNAL AUDITING AND THE NEED FOR SPECIALIZED 
PREPARATORY TRAINING 


By: Arthur H. Kent, Audit Supervisor of Lockheed Aircraft Corporation 


Published in The Accounting Review, October, 1955 

New developments in the business world have created the need for 
a different type of auditor with different type training. However, 
most university courses in auditing have been primarily directed to 
preparation for the public accounting profession, the main objective 
of which is the verification of the correctness of financial books and 
records. Very little has been done to prepare men for the profes 
sion of internal auditing in its new concept as a branch of managerial 
control 


The author briefly examines the evolution of internal auditing, dis 
cussing the considerations gradually leading to the present concept 
and its effect on internal auditing staff requirements. To illustrate 
management-viewpoint auditing, Mr. Kent selects four types of audits 
in addition to the verification one in areas familiar to the publi 
accountant. In each, he contrasts the activities and objectives of the 
public accountant and the internal auditor 





Through these illustrations of audit in (1) Financial Accounting 
areas, (2) Non-financial Accounting areas, (3) Purchasing and 
(4) Factory Operations, the author emphasizes how the internal 
auditor, through his activities, will acquire increasing knowledge of 
business operations from a “managerial” rather than from an “a 
counting” viewpoint 


In conclusion, Mr. Kent stresses the important function of the uni 
versity to pr vide the specialized trainit g to meet the need of industry 
for management-minded internal auditors 


Subject: INTEGRATION OF PEOPLE AND PLANNING 


By: Peter F. Drucker 
Published in the Harvard Business Review, November-December, 1955 


Emphasis on planning for the future and recognition of the importanc« 
of the responsibility of business to its own employees and society it 
general are occupying the attention of businessmen to an ever 


increasing degree 
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In this article, Mr. Drucker points out that these two objectives have 
been considered quite separately, even though in many cases both were 
carried on by the same managers. “Increasingly the business objec- 
tives of the manager will become unattainable unless the long-range 
planning includes—the managing of men and the realization of basic 
ethical and spiritual values.” 


Factors which force this closer integration are the scarcity of qualified 
employees, the increasing proportion of fixed labor costs, the time 
span of managerial decisions and automation. Particular attention is 
directed to motivation, to—“the design of job and work so that they 
embody a challenge, give an opportunity to grow, make sense and 
provide satisfaction.” 


Subject: J. K. LASSER’S STANDARD HANDBOOK FOR ACCOUNTANTS 


Edited by: J. K. Lasser Tax Institute 


The latest in reference books published especially for the accounting 
profession appeared January of this year 


Sixty-two specialists in the field contributed to this encyclopedia of 
Auditing, Cost Control, Management, Systems Designs, Forecasting, 
Operation of the Accounting Office, and other Phases of Business 
Planning 


In line with the growing importance of the accountant and auditor in 
management guidance, one general section deals with designing sys 
tems and controls for business. This includes “Internal Control by 
Effective Reports” by Frank B. Nicholson of the Institute of Internal 
Auditors. This article emphasizes the expanding areas in which the 
internal auditor can render service and the importance of the audit 
report to full realization by management of these services 


An outline of internal auditing operations which is concerned princi 
pally with the protective phase of the internal auditor’s responsibili- 
ties is given in the section “Basic Fundamentals.” 


McGraw-Hill Book Company 
330 West 42nd Street 

New York 36, N. Y. 

Price $15.00 





EMPLOYMENT SECTION 


All communications should be addressed to The Secretary 
Tue INstTITuTE ofr INTERNAL Avpitors, Room 3307, 120 Wall 
Street, New York 5, N. Y. Reference should be made to the 
Box “E” number. 








ACCOUNTANT AUDITOR 
Graduate accountant for auditing position on Comptrol 
ler’s staff of multi-plant manufacturer. Long established, 
well-known company. Limited travel. Salary commen 


surate with experience. Box No. E 164. 








INTERNAL AUDITORS 
Senior and Junior for expanding internal audit depart 
ment of a growing electronics manufacturing company 
Company employs approximately 8,000 and is located 
in a medium sized midwestern city. Very limited travel 


Applications held in strict confidence. Box No. E 165 











TAX MEN 
Excellent opportunity in large manufacturing organiza 
tion for man with several years experience in State 
Taxes. Also opening for recent college graduate to work 
on Federal Taxes. Both openings require men having 
strong accounting background and law degree. Outline 
educational background, work experience and if you are 
willing to relocate. Box No. E 166 
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